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“My many years as 


Wm. Schnuer, BBA, MBA Placement Manager 
siemens have proved of value in 
securing properly qualified personnel and 
key executives for accountants and their 
clients. A full understanding of your ex- 
act needs can cut down costly personnel 
turnover and wasteful inefficiency. We 
have on our lists right now efficient per- 
sonnel seeking positions—personnel you 
may sorely need. These highly trained 
people, including key executives, use our 
services. Our following of many years— 
comptrollers, accountants of all grades, 
bookkeepers, and general office help— 
looks to us whenever they contemplate 
a change. In our offices, their ambitions 
and your needs can be brought together 


to mutual advantage. 


Whatever your 


personnel needs, call me personally, and 
let me secure dependable help for you.” 


¢ COMPTROLLERS 
e OFFICE MANAGERS 
e ACCOUNTANTS 
C.P.A.’s 
Seniors, Semi-Srs. 


Juniors 
e EXECUTIVES 


FOR PROMPT 
SERVICE, 


Call: 
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Assistants 
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Wm. Schnuer 


Licensee 
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“Serving Leading National Firms” 


Defeudalle 


EMPLOYMENT AGENCY 


220 W. 42nd St. 





New York 36 









PERSONNEL AND BUSINESS 


OPPORTUNITIES 
Help Wanted: 20¢ a word, minimum $5.00, 
Situations Wanted: 10¢ a word, minimum $2.00, 
Business Opportunities: 15¢ a word, minimum $3.00, 


Box number, if used, counts as three words. 


Closing Date—15th of month preceding date of publication, 





a 


BUSINESS OPPORTUNITIES _ 


Mail and Telephone Service: Desk seoulall 
for interviewing. $6.00 per month. Directory 
Listing. Modern Business Service, 505 Fifth 
Avenue, (42nd Street). 





New York Certified Public Accountant with 
highly competent staff desires to purchase 
part or entire practice; financially responsi- 
ble; interested in practice within a radius of 
100 miles of New York City. Box 472, New 
York C.P-A. 





What are your needs? Furnished Office, 
Desk or Mail—Phone? All available with 
complete service—use of conference and re- 
ception rooms. Stenographic Service at a 
nominal fee. Mactell Service Co., 489 Fifth 
Ave. (42nd St.) New York City. MU 2-2492, 


W ash., D. ue ae: P. A. (N. ¥ ) Society Men- 
ber will act as correspondent firm in this area 
for out-of-state CPAs. Box 473, New York 
C.P.A. 








C.P.A., Society member, 35, own modest 
practice since 1947, has free time available. 
Interested in per diem arrangement with 
partnership possibilities. Heavy tax expeti- 
ence. Box 474, New York C.P.A 








C.P.A., established, wishes to passat ac- 
counts or associate for mutual benefit. Box 
475, New York C.P.A. 





New York C.P.A., established 10 years, de- 
sires to expand by purchasing individual 
accounts or entire practice. Box 476, New 
York-C.P;A. 








C.P.A., 41—$15,000 gross—seeks partnership 
to expand for mutual benefit—will also pur- 
chase accounts. Box 477, New York C.P.A 


SITUATIONS WANTED 


Statistical Tien 
Financial reports, tax returns, etc., expertly 
typed at home. Reasonable—confidential— 
quick service. JE 6-3340 Mrs. Ruth Goldkopf. 
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(Continued from page 386) 


The book is divided into the following sec- 
tions : 

Part I, Chapters 1-3: Introduction. 

Part II, Chapters 4-13: Double entry 
bookkeeping, adjusting entries, work sheets, 
statements, special journals, controlling ac- 
counts. Chapter 13 is on “Cash Control 
Systems.” 

Part III, Chapters 14-21: Accounting for 
proprietorships, partnerships, aud corpora- 
tions. 

Part IV, Chapters 22-33: Accounting 
Theory. Accounting problems of classifica- 
tion, valuation, allocations, changing price 
levels, determination of income. 

Part V, Chapters 34-37: Special Aspects 
of Accounting. Accounts of manufacturing 
businesses, affiliated corporations, consolidat- 
ed statements. Auditing; Tax and Payroll 
Accounting. 

Part VI, Chapters 38-39: Conclusion. 
Chapter 38 deals with the Analysis of Ac- 
counting Statements, and Chapter 39 with 
the Validity and Utilities of Accounting. 

Commendably, the author takes a positive 

position on cash discounts and shows them 
as deductions from sales and purchases (p. 
151-153). The all-inclusive statement of in- 
come is illustrated on page 386. 
_ All in all this reviewer feels that Pro- 
fessor Ascher has produced a very credit- 
able book. It is modern without question. 
The attention which he gives in Part III 
to accounting theory is especially deserving 
of commendation. 

The 39 chapters of the book are accom- 
panied by approximately 215 problems and 
141 questions. None of the problems can be 
considered as “long” and this feature should 
appeal to many instructors and_ students 
alike. 

ARNOLD W. JOHNSON 
Syracuse, New York 


First Year in Accounting (Fourth Edi- 
tion ) 


Volume | (Fundamentals). 267 pages. 

$3.50. Volume II (Principals) 302 pages. 

$3.50. By Davil Himmelblau. THe Ron- 

ALD Press Company, New York, N. Y., 

1952. 

_ This is a two-volume, looseleaf, textbook 
intended to serve the first-year needs of 
both accounting and nonaccounting students 
in schools of business administration. The 
materials of the two volumes emphasize 
heavily the mechanics and techniques of 
accounting. 

There is a concerted endeavor to encom- 
Pass a thorough treatment of accounting 
materials and to do so with economy in 
the use of student time. Accordingly, the 


discussions are brief, concise, and con- 
densed. 
(Continued on page 448) 
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" Ship Digit” 


TRANSPOSITION KEY 
Modern Method plus Added Advantages 
Ordinary or Jump Transpositions, 
38 Way inversion 
4 Way Mixup 
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Tells exact columns in 

which error will be found 


Price $1.00 
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NATIONAL ORGANIZATION OF APPRAISAL ENGINEERS 


STANDARD APPRAISAL COMPANY 
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COMPTOMETER OPERATORS 
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Operators on our payroll — We bill you. 
Inventories, Audits, Ete.—In your office or ours. 
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Orr MARINES’ LIFELINE to the 
sea was in danger. A Communist force of 
4,000 men had seized the key hill overlook- 
ing Hagaru-ri in the desperate Chosin 
Reservoir fighting. The hill had to be 
taken. But there were no combat forces 
available. 

Lieutenant Colonel Myers, then a major, 
rallied together clerks, cooks, and other 
service personnel, and led a makeshift 
unit of 250 men in an assault up the snow- 
covered 600-foot hill. Lacking combat 
officers and non-coms, Colonel Myers 
ranged the entire attacking front, leading 
his outnumbered forces upward in the face 
of murderous fire concentrated on him. 
After 14 hours of struggle, the enemy was 
routed, the hill captured, and the route to 
the sea secured. Colonel Myers says: 





















“When a handful of men can help turn the 
tide of history, just think of the invincible 
strength of 150 million people working 
toward a common goal—a secure Amer- 
ica! That’s what you, and millions of 
people like you, are accomplishing with 
your successful 50-billion-dollar invest- 


ment in U.S. Defense Bonds. 

“Peace doesn’t just happen—it requires Lt. Colonel 
work. Our troops in Korea are doing their 

part of the job. You’re doing yours when 


you buy Bonds. Together we can hammer Reginald R. Myers, USMC 


out the peace we’re all working for.” 
* * * Medal of Honor 


Now E Bonds earn more! 1) All Series E 
Bonds bought after May 1, 1952 average 3% 
interest, compounded semiannually! Interest 
now starts after 6 months and is higher in the 
early years. 2) All maturing E Bonds auto- 
matically go on earning after maturity—and 
at the new higher interest! Today, start invest- 
ing in better-paying Series E Bonds through 
the Payroll Savings Plan where you work! Or 
inquire at any Federal Reserve Bank or 
Branch about the Treasury’s brand-new bonds, 


Series H, J, and K, 












Peace is for the strong! hor peace and prosperily 


save with U.S. Defense Bonds! 


° . seh 4 
The U.S. Government does not pay for this advertisement. It is donated by this publication in cooperation with the 
Advertising Council and the Magazine Publishers of America. 
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Comments on Staff Training 


By KENNETH B. WackMAN, C.P.A. 


Staff training takes time; there are no short cuts or magic methods. 
The author suggests an approach to the problem which is some- 
what different from the usual classroom technique of staff training, 
and which has particular application to the smaller practitioner. 


. is obvious that staff training is an 
increasingly significant and neces- 
sary function in the. administration of 
an accountant’s practice. The only thing 
we accountants have to sell is account- 
ing knowledge and experience, and the 
standard of service which we offer to 
our clients is in direct relationship to 
the competence of our staff. Even with 
the careful application of modern tech- 
niques of testing and selecting person- 
nel, it is still necessary to nurture the 





KENNETH B. WackMAN, C.P.A., 
is a member of the Society and of 
its Committee on Administration of 
Accountants’ Practice. He is also a 
member of the American Institute 
of Accountants and of the National 
Association of Cost Accountants. 
Mr. Wackman is a partner in the 
firm of Alexander Grant & Com- 
pany. 

This paper was presented at a 
technical meeting of the Society 
held on November 13, 1951, under 
the auspices of the Committee on 
Administration of Accountants’ 











new employee and to develop his abili- 
ties in such a way that they mesh with 
the efforts of the organization as a 
whole. 

In considering the subject of staff 
training it might be well first to explore 
its objectives. In my research on this 
subject, I ran across an article written 
twenty-nine years ago by John R. 
Wildman for the Journal of Account- 
ancy,* in which he stressed the im- 
portance of individual training with 
particular emphasis on the so-called 
personal attributes. He devoted con- 
siderable comment to “cleanliness, neat- 
ness, careful grooming,” as well as 
“honesty, integrity, dependability and 
social conduct.” He felt that continuous 
training was necessary to correct such 
bad habits as “tardiness, familiarity, 
unmannerliness, and carelessness.” The 
field of accountancy has progressed 
immeasurably since 1922, and with it 
have developed wide and diversified 
responsibilities. Although staff training 
in our present day would not minimize 
the importance of personal attributes, 
we find that its objectives have broad- 


Bearticg ened considerably since the early 
twenties. 
**Training Young Accountants” by John R. Wildman; The Journal of Accountancy, 
June 1922. 
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For the purpose of this discussion, 
let us consider the objectives of staff 
training to fall into three main classi- 
fications and see what methods apply 
logically and practically to each. The 
three classifications I have in mind are 
as follows: 

Personal training ; 
Technical training ; and 
Organizational training 


In considering personal training for 
the staff man, we think of such things 
as habits, general conduct and_ per- 
sonality. Technical training emphasizes 
the development of the individual's 
technical ability and specialization, such 
as report writing, system work, cost 
work or income tax work. Organiza- 
tional training refers to the orientation 
of new men in the organization, the 
standardization of procedures and the 
most effective use of the manpower 
you have available. 


Personal Training 

When we approach staff training in 
the light of the objectives just men- 
tioned, it is apparent that there are 
many methods which can be applied. 
Consider the so-called personal train- 
ing ; this can be most effectively accom- 
plished on an individual basis rather 
than a group basis. Suppose you want 
to give a staff man the benefit of your 
observations and criticisms, for in- 
stance, in a case where he has demon- 
strated a deficiency in his attitude to 
the client’s personnel. It is not very 
likely that you will be effective in cor- 
recting that man’s difficulty if you call 
all your staff together and give a 
general lecture on client relationship. 
If you take a specific example, pointing 
out the weaknesses of performance and 
suggesting the way to solve the prob- 
lem, the individual staff man will 
benefit immeasurably. 

Another method of personal training, 
as it can be applied on an individual 
basis, is to arrange for your staff man 
to attend conferences with the key per- 
sonnel of the client when accounting 
392 


and related matters are discussed. If 
you try sincerely to have your man 
meet the client on a basis of full respon- 
sibility, as far as practicable, you will 
instill in him a feeling of confidence 
and present a real challenge to him to 
meet his responsibilities in a dignified 
and professional manner. Such an 
approach is also important and help- 
ful in building a better understanding 
and acquaintance between your organi- 
zation and that of your client, which 
will be of constant benefit in the admin- 
istration of your engagements. 

It is a good policy to lunch occasion- 
ally, but with deliberate regularity, with 
each of your staff men and direct the 
conversation towards a problem with 
which you have been mutually engaged. 
He will appreciate thrashing the thing 
out first-hand, and will be more apt to 
ask questions and develop his thinking 
on the subject than he possibly could 
in a group discussion. 

When we begin to think of the prob- 
lem in this way, it becomes apparent 
that staff training does not have to 
await the time when a formal program 
can be developed and your staff as- 
sembled to hear words of wisdom from 
partners and senior representatives of 
your firm. 


Technical Training 


The second classification of staff 
training ; namely, the technical training, 
is more adaptable to group methods 
than is personal training. In fact, it 
your staff is of any size at all, the group 
training method is probably the most 
satisfactory way of disseminating tech- 
nical information. We are all generally 
familiar with the methods applied by 
most of the large firms. Some ot the 
large, national firms have a formal 
course of instruction presented over 
two or three months during the off- 
season, at which time they bring men 
from all their offices to a central loca- 
tion and hold regular classes, examina- 
tions, and so on. Other firms use modi- 
fications of this technique, arranging 
more or less formal staff training ses- 
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sions held, possibly, one night a week 
over a period of six or eight weeks; or, 
in some cases, as in our firm, they hold 
concentrated sessions for two or three 
days in which an attempt is made to 
cover all phases of staff training that 
are deemed to be important. 

Another method used by some firms 
is to schedule, more or iess regularly, 
specialized meetings on timely topics, 
such as a new excess profits tax law, 
wage and hour regulations, the LIFO 
method of pricing inventories, and 
similar subjects. By and large, the tech- 
niques applied in this type of training 
follow the conventional pattern of lec- 
tures by partners, supervisors or quali- 
fied senior staff men. In many cases 
the lectures are supplemented by the 
use of work sheets so that the trainee 
can have the opportunity of working 
out a particular form or set of forms, 
and thus learn by doing. 

In our firm last year, we abandoned 
the lecture method in favor of group 
discussions for technical staff training. 
Various subjects and phases of an audit 
engagement were assigned to teams, 
each consisting of a senior member of 
our staff and a junior member. To- 
gether they performed research and 
prepared the material for presentation 
before the entire group. Usuaily the 
actual discussion was led by the senior 
member of the team. We found that 
this method stimulated a_ certain 
amount of interest and proved bene- 
ficial in that, in preparing the material, 
the men had to go over that particular 
subject rather carefully. We found that 
not all of the men were equal in their 
thoroughness of study and their effec- 
tiveness in presenting the subject to the 
group and, for that reason, we did not 
consider the experiment fully satisfac- 
tory. | suppose the way to improve 
upon this method would be to have 
more or less formal papers prepared 
and submitted for approval to the staff 
manager and, in that way, coordinate 
the material and set a standard for 
performance. 

I suspect that many accountants feel 
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that all this business of group sessions, 
formal lectures, et cetera, is a fine thing 
but is not possible or applicable in their 
case. I think most of us find it very 
difficult to stop servicing our clients 
and concentrate on a staff training pro- 
gram such as we have just been dis- 
cussing. It seems to me, therefore, 
worthwhile to suggest some techniques 
which are practical and logical for the 
smaller practitioner to use to improve 
the technical knowledge of his staff 
men. Practically all literature on staff 
training emphasizes that colleges by 
and large are not able to turn out fully 
trained accounting technicians. There- 
fore, whether we are large or small, we 
should not assume that we can com- 
pletely ignore the problem of technical 
training. 

Mr. Wildman in his article written 
in 1922, to which I previously referred, 
came to the conclusion that the most 
important method of staff training was 
on-the-job training and I suspect that 
a great deal can be done even in the 
present day in this respect. This is a 
type of training which can be employed 
by consistent thought and application 
to the problem. It requires nothing 
more than a realization that your staff 
man can learn by your experience and 
techniques of auditing if you will de- 
liberately take the time and effort to 
transmit them to him. 


Since it is not always possible to do 
as much as we might desire in respect 
to on-the-job training, there are other 
supplemental techniques which do not 
require formal training methods, but 
which all serve to accomplish the gen- 
eral objective of improving the tech- 
nical capabilities of the staff man. Some 
firms follow the practice of having the 
senior and the staff assistant, or assist- 
ants, sit down before the beginning of 
an engagement and review together the 
working papers of that specific engage- 
ment for the last year and the proposed 
program for the current year. The 
senior is in a position to point out some 
of the peculiarities and problems of this 
particular engagement, thereby provid- 
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ing an opportunity for the assistant to 
see the whole picture of the engage- 
ment. This gives the assistant a better 
understanding of the relationship and 
importance of the particular phase that 
he may be performing, even though this 
phase may be the most routine part of 
the job. The effectiveness of this ap- 
proach depends a great deal upon the 
cooperation and sincerity of the senior 
or supervisor who is doing the job. If 
the senior appreciates that his success 
in the performance of the job will rest 
to a great extent upon the cooperation 
he gets from his assistant, he will make 
a conscientious effort to instill in the 
staff man an enthusiastic interest. 

There are other methods of technical 
training which can be very effectively 
applied from time to time. For in- 
stance, you may have an accounting 
problem that requires research. You 
may think you know the answer, but 
vou would like to check a recognized 
text or one of the American Institute 
Bulletins for confirmation. Rather than 
do that vourself, request that vour staff 
man make his own research on the sub- 
ject and prepare a draft of a letter to 
the client, or a memorandum for the 
files. This will give you an opportunity 
to observe the ability of the man to read 
critically and precisely and, if he writes 
a report or memorandum, to. observe 
whether he is able to write correctly 
and fluently. When you have his re- 
port, you are in a position to make 
constructive and specific criticisms, if 
necessary, of his work and conclusions. 
That type of staff training, although it 
is almost on an individual basis, can be 
particularly effective and relativeiy easy 
to administer. 

Another informal method of technical 
training is to provide your staff with 
some of the commercial services on tax 
matters, SEC regulations, wage and 
hour regulations, and American Insti- 
tute of Accountants’ Bulletins. It is 
important that the men be urged to use 
these services, that they have them 
available, and be allowed time to study 
them. Some of us from the old school 
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may cling to the idea that tax letters 
and various technical bulletins should 
be read on the way to and from work 
and at home, but I am afraid that we 
will reap greater benefits if we consider 
that keeping abreast of current account- 
ing and tax literature is part of the job, 
to be performed during the regular 
working day. That does not necessarily 
mean that every member of the staff 
must get all the various bulletins and 
releases ; but obviously men who work 
with tax problems should receive the 
tax bulletins and those who handle 
accounts involving SEC regulations, et 
cetera, should make it their business 
to keep abreast of all releases on those 
subjects. 

Staff men should be encouraged to 
participate in New York State Society 
committee work and in meetings of the 
National Association of Cost Account- 
ants, as well as tax forums, and to read 
regularly the publications of these or- 
ganizations. Those who are so inclined 
should be encouraged to submit mate- 
rial for publication in accounting maga- 
zines. They cannot expect to have 
everything published that they submit, 
but they should be encouraged to pre- 
pare material anyway. If it serves no 
other purpose, it can be used within 
your own organization. Staff men 
should be encouraged to attend appro- 
priate business shows and exhibits. All 
these things tend to improve a man’s 
technical ability and deliberate effort 
should be made to emphasize to the 
individual the importance of technical 
proficiency. 


Organizational Training 


The last, and possibly the most im- 
portant, objective of staff training is 
organizational training. I would like to 
suggest that organizational training 
will be the most important tool for the 
effective use of our manpower in our 
present situation. We are all aware ol 
the difficulties encountered in obtaining 
personnel and the problems of retaining 
personnel. Between these two ex- 
tremes, the effectiveness of our utiliza- 
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tion of man and woman-power may 
well spell the difference between suc- 
cess and failure. We are not all going 
to be able to obtain the very personnel 
that we should prefer to have. Only by 
consistent development and intelligent 
direction of our individual staff men 
into the specializations which interest 
them most, and in which they are most 
capable, will we be able to solve the 
manpower problem. 

The cornerstone, of course, of organ- 
izational training is the preparation of 
standard procedural manuals. In our 
firm we utilize a standard statement- 
presentation manual which covers the 
majority of types of financial and oper- 
ating statements. It prescribes the 
firm’s policy in the matter of statement 
classification and terminology ; it covers 
certificates, and exceptions and qualifi- 
cations to be used in our certificates, in 
applicable cases. It is a great time saver 
in the preparation of our reports by the 
staff man and their review by our re- 
view department. 

If you do not have an organizational 
manual which formalizes your proce- 
dures and you do not know when you 
will find the time to prepare such a 
manual, you might consider issuing a 
series of bulletins or memoranda cover- 
ing the various aspects thereof. You 
might, for instance, prepare a brief bul- 
lettin on cash audit procedures. That 
would be a start; maybe next week, or 
next month, you will want to add an- 
other on accounts receivable confirma- 
tion procedures, and so on. You will 
find that in a relatively short time you 
will have the beginnings of a staff man- 
ual which will be very helpful (particu- 
larly if you grow or expand) in stand- 
ardizing the procedures and policies of 
your firm. 

When you operate as an individual 
practitioner, your decision is final and 
it is not necessary to confer or worry 
about what someone else would do. 
When you get several men on the staff, 


you find that there can be a lot of dis- 
agreement on various aspects of audit- 
ing procedure, statement presentation, 
and the like, and that a great deal of 
time can be lost unless somebody for- 
mulates an approved standard method 
of presentation. You cannot possibly 
use the manpower of your organization 
effectively unless it operates under 
some more or less formal directions. 
This becomes particularly important. 
I think, when we consider that during 
this period of war time economy and 
of more or less general shortage of 
qualified accountants, there will un- 
questionably be considerable personnel 
turnover. Our problem may not be so 
much the technical training of a raw 
recruit as it will be the articulation and 
integration of the abilities and experi- 
ence of men, with possibly senior and 
supervisory qualifications, who are new 
to our organization. The background 
of these men will be varied and they 
will have developed certain personal 
techniques and attitudes on auditing 
procedures, statement preparation and 
the like. To coordinate the activities of 
the whole organization and to advise 
your personnel exactly what you ex- 
pect, with particular emphasis upon 
consistency and standardization, it will 
be necessary to formalize as many pro- 
cedures as possible in an operating 
manual. 

Finally, of course, under the general 
subject of organizational training, too 
much emphasis cannot be placed upon 
the importance of convincing your su- 
pervisors and senior personnel of their 
responsibility, not only for the perform- 
ance and completion of the engagement, 
but for the training of junior men. If 
they can apply their experience and 
knowledge to instill enthusiasm and 
confidence in the younger men, a great 
step has been taken towards coordinat- 
ing your entire personnel into an effec- 
tive and productive unit. 


Ger 
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Obtaining Accounting Personnel 


By Sioney LicuTer, C.P.A. 


Hiring the right employee is always an important function. This 
paper briefly discusses how this can be accomplished, emphasizing 
the problems of the smaller accounting firm. 


T HE hiring of the right man for the 
job is always an important task, 
whether or not there is a shortage of 
manpower. Employing people who are 
not productive or who have undesirable 
characteristics is expensive in both time 
and money. Such persons will have to 
be replaced, and the time and expense 
of hiring and training will have to be 
expended again. 

At the present time, the demand for 
accountants is outrunning supply. 
There appears to be a definite shortage 
of juniors and seniors. From all indi- 
cations, this shortage will become more 
severe. Juniors are scarce because the 
Armed Forces are absorbing the young 
men who normally go to college and, 
also, those who are graduating. Seniors 
are scarce because they are gravitating 
to private industry in search of higher 
compensation and, also, because they 
are more in demand due to the com- 
plexities of today’s work. 

3ecause of this manpower shortage 
and also the pressure of work today, 
the staff that remains has to assume 
more responsibility and carry more of 
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the burden. It is, therefore, doubly im- 
portant to have a competent staff. Hav- 
ing such staff is dependent in the first 
instance upon hiring the proper man. 
The hiring of an employee is a two- 
fold problem: (1) obtaining or attract- 
ing desirable and qualified applicants 
and (2) the selection of those who are 
most desirable and best qualified. 


Sources for Obtaining Personnel 


The usual sources for obtaining appli- 
cants are newspapers and trade journals 
(in the “Help Wanted” and “Situa- 
tions Wanted” sections), college place- 
ment bureaus, employment agencies 
(both private and public), and through 
employees of the firm. I believe that 
we are all acquainted with the operation 
of each such source. However, | should 
like to bring a few important points to 
your attention. 

No matter which medium is used, the 
prospective applicant should know as 
much about the position as possible be- 
fore he comes for the interview. In 
particular, he should know about any 
objectionable features of the job, such 
as travel, night work, temporary status, 
etc. If the job is advertised in the 
papers, the contents of the ad should 
include these matters or, if an agency 1s 
used, it should be informed thereof. 
This policy will save many hours of 
interviewing applicants who cannot 
take such jobs or who do not want 
them. On the other hand, if there are 
desirable features, these should also be 
indicated, in order to obtain as large a 
response as possible. 

Another source for obtaining juniors 
and, also, temporary help is the college 
that has an internship training period 
as part of its curriculum. Such institu- 
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Obtaining Accounting Personnel 


tions usually allow their students to be 
employed by C.P.A. firms in the senior 
year for a period of approximately three 
months. Using this source will give 
manpower at the time most needed, 
usually during the tax period. It also 
enables the firm to evaluate the men 
under actual working conditions, but 
with no obligation for hiring after the 
training period comes to an end. Thus, 
the firm has a pool of juniors during 
the period when most needed, and also 
has the opportunity to select juniors 
who have proved themselves for perma- 
nent employment. 

The employees working in your firm 
are another very good source for ob- 
taining new personnel. If the firm is 
one for which the employees like to 
work and of which they think highly, 
the present employees can very often 
recruit applicants. They usually have 
friends in the field and know which 
ones are looking for a job or are not 
happy where they are employed. | 
would suggest that the better men of 
the firm particularly be asked to recom- 
mend prospective applicants. 

Employment agencies, in addition to 
being a source for securing employees, 
have another useful function: the 
screening of applicants. Therefore, the 
agency used should be given a fairly 
detailed description of the type of em- 
ployee desired. Usually, they will send 
only the type sought, saving much in- 
terviewing time. 

An agency also does screening for the 
applicant, especially in a period of man- 
power shortage when the applicant is 
apt to indicate the type of firm he de- 
sires to work for. This saves him the 
time and effort of answering innumer- 
able ads and going for interviews to 
firms for which he would not work. 

This screening process depends, 
however, on the availability of appli- 
cants and employers. If there is a short- 
age of applicants, the agency does not 
and cannot screen as well as when the 
supply is abundant. It informs the 
prospective employer that it has only a 
lew applicants and may send what it 
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has. By the same token, the employer, 
realizing the situation, is often glad to 
see those available in the hope that one 
might be desirable. 


What the Smaller Firm Can Do 


The methods or media used in ob- 
taining desirable applicants should, and 
probably would, differ depending on the 
type of employee being sought and the 
size of the firm. 

For example, juniors would probably 
be sought at College Placement Bu- 
reaus, while seniors would not. News- 
papers could be used for both, but the 
ads in trade journals would probably 
be used for seniors rather than juniors. 
Large firms interview college seniors 
before graduation, informing those 
hired to report after graduation. They 
may also place standing orders with 
employment agencies to refer any and 
all eligible applicants. Smaller firms 
usually cannot do either and hire only 
when and if an opening occurs. 

It would, therefore, appear that 
the larger firms have the inside track in 
obtaining the best of the college gradu- 
ates. In addition, they offer more com- 
pensation and have the glamour of a 
big name, a truly attractive combina- 
tion. 

However, this should not discourage 
the smaller firms from putting in their 
bids. The very fact that they are not 
large sometimes has decided advan- 
tages. A survey conducted by the 
CCNY Placement Bureau among grad- 
uates, CPA firms, and college instruc- 
tors in accounting indicates that the 
medium-sized firm is most desirable 
and the most desired. This survey 
characterized the medium-sized firm as 
having from seven to fifteen employees. 

The desirability arises because em- 
ployees in such firms have more 
opportunity to perform all the account- 
ing and auditing functions, and to 
perform them sooner. They usually are 
not confined to a few clients and they 
won't remain juniors or checkers, doing 
routine footings and extensions, for 
years. The smaller or medium-sized 
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firm should fully exploit this point of 
experience with all applicants, and the 
interviewer should honestly explain the 
progress that the qualified applicant 
may make. 

To attract personnel, the smaller firm 
should also consider offering “fringe 
benefits” such as free group insurance, 
hospitalization plan, etc. These benefits 
have a definite attraction at hiring time. 
Usually, these inducements can also be 
very beneficial to the principals directly. 
In most plans, the principals are in- 
cluded and the full premiums are 
deductible for tax purposes. With the 
high tax rates in effect today, the cost 
is much lower than the actual permiums 
paid. 


Selection of the Applicant 

Selecting the right man involves the 
gathering of data which is both perti- 
nent and necessary. The knowledge 
obtained from these data should enable 
the interviewer to appraise the indi- 
vidual’s characteristics and evaluate his 
future worth in terms of his desirability, 
productivity, skill, accuracy, speed and 
other variables. Among the devices 
used to obtain these data are the appli- 
cation blank, the interview, aptitude 
and achievement tests, checklist of 
characteristics and personality, and 
references. 

In choosing any one or all of these 
devices, a cost in terms of time and 
money is involved. Such cost, how- 
ever, is usually trivial when compared 
to the cost which results from hiring 
the wrong employee. Of course, the 
extent to which the various devices 
may be used will often depend upon 
economic conditions: When there is 
a shortage of manpower, one may find 
that applicants will not spend the time 
taking various tests; conversely, when 
there are many applicants, more tests 
or methods may be used in order to 
eliminate the less desirable applicants. 


Simple Methods for Obtaining 
Information About the Applicant 
The simplest and perhaps most im- 

portant means of obtaining the factual 


3908 





information is through the application 
blank. It should be as short as possible 
and still supply all the necessary infor- 
mation; individual items should be 
brief, impersonal and unambiguous, 
The form should be filled out even 
when the applicant has sent in a letter 
giving his qualifications. This should 
be done for two important reasons: 
first, to determine the legibility of the 
handwriting of the applicant; and sec- 
ondly, because many applicants list 
different qualifications in their letters 
replying to different ads. 

Equally important is a_ checklist 
which gives the interviewer’s objective 
observations of the applicant. This 
checklist’ should cover the manners, 
appearance, dress, bearing, speech, 
nervous habits and other items of 
descriptive nature. 

Although many firms use different 
methods for screening applicants, | 
believe that the smaller firm without 
a personnel department or personnel 
man will find that the application blank, 
coupled with the interview, will be the 
easiest and most fruitful. The applica- 
tion blank will, among other things, 
give an indication of the scholastic 
background and also the length of ex- 
perience. It will also show the fellow 
who jumps from one job to another, 
indicating, perhaps, lack of stability 
and loyalty. 


The interview itself, when conducted 
skillfully, will more fully indicate the 
background. The applicant should be 
questioned about the type of work per- 
formed, clientele served, scholastic 
interests, etc. The applicant should 
also be asked how he handled or would 
handle certain situations or problems. 

With this line of questioning, a 
picture can be obtained of what the 
applicant has done and can do. It also 
attords an excellent opportunity to 
judge his ability to think, both intellec- 
tually and professionally, as well as 
his tact, amiability, persuasiveness, 
speech, ete. Of course, the usefulness 
of such forms and procedures is depend- 
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Obtaining Accounting Personnel 


ent upon the interviewer’s ability to 
make accurate and objective observa- 
tions and to come to a correct con- 


clusion. 

To aid the interviewer, aptitude and 
achievements tests are used by various 
firms. The American Institute of 
Accountants has developed a series of 
such tests and anyone who wants to use 
them may do so at a nominal cost. It 
should be remembered that these tests 
are not 100% accurate, and the inter- 
viewer should only use them as a guide. 


The Importance of Scholastic 
Records and Personality 


In the same vein, undue weight 
should not be given to scholastic 
records. I believe that it is unwise to 
limit the interviewing solely to those 
with the highest marks. All too often, 
very capable men are not interviewed 
because their scholastic records, while 
good, are not of the highest. Very high 
scholastic achievement, or the passing 
of certain tests with high grades, is 
naturally desirable. Some firms feel, 
therefore, that the higher the marks 
in school the better the man. However, 
brilliance in school does not always 
mean that there is the ability to trans- 
late the technical or scholastic informa- 
tion into working knowledge and _ suc- 
cessful performance on the job. 

Heavy emphasis should be placed on 
the personality of the individual under 
consideration. By personality, | mean 
the applicant’s ability to deal with 
people, including clients, to assume 
responsibility, to think clearly, his 
character and his cultural background. 
Chis personality factor is very impor- 
tant, as the men we hire and send on 
audits are our representatives and, as 
such, the impressions they create deter- 
imine the opinions people will have of 
the firm. 
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Information the Applicant 

Should Have 

Although an interview is generally 
thought of as time when the employer 
picks the employee—it should also 
be remembered that it is the time when 
the employee picks the employer. It 
is, therefore, important to find out what 
the applicant wants and whether he 
desires and understands the type of 
firm he might enter. Too often, an 
applicant is hired and then finds that 
he is unhappy in the firm because of 
certain conditions. Invariably, he soon 
leaves and the problem of hiring starts 
all over again. 

3efore an applicant is hired, the 
interviewer should have a very frank 
discussion with him about his place in 
the firm, what type of work he will do 
in the near future, the progress he can 
make and, if possible, the future to 
which he may look forward. The work- 
ing conditions of the firm should be 
described fully, including working 
hours, overtime and its computation, 
Saturday work, travel, type of clien- 
tele, concentration of clientele, etc. It 
is on this basis that the firm will have 
a better chance of obtaining personnel 
that will at least be happy at the start. 
In the long run, such a policy will tend 
to reduce personnel turnover. 


Conclusion 

In short, the desirable employee is 
the one who is able to perform his job 
with speed, accuracy and efficiency, 
represent the firm to the client to good 
advantage, be well liked by his fellow 
workers and the firm’s clients, and be 
happy with the position. It is this 
employee that our screening devices 
must enable us to choose from any 
number of applicants. 

This requires skill, good judgment 
and patience and, above all, a thorough- 
ly interested and objective attitude on 
the part of the one selecting the person- 
nel. 
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Tax Accounting for the Real Estate 
Operator 


By Morton GE ter, C.P.A. 


This paper considers some of the tax problems inherent in the 
management of business real estate, subsequent to its acquisition, 
but prior to its voluntary disposal. 


Depreciation 


Depreciation, as a deduction from or- 
dinary income, has currently assumed 
an importance which is recognized by 
the Revenue Act of 1951.1 The new 
section of the Code? denies capital gain 
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1 IRC § 328. 
2 IRC § 117(0). 


benefits to transfers of depreciable prop- 
erty between husband and wife as well 
as between an individual and a corpora- 
tion which he “controls.” In comment- 
ing on this section, the Staff of the 
Joint Committee on Internal Revenue 
Taxation explained that this new pro- 
vision prevents the substitution of a 
capital gains tax, paid currently, for or- 
dinary income taxes, paid over several 
years, on the same amount of income.’ 
The Joint Staff stated, “The differ- 
ential between the capital-gains rate and 
the ordinary rates make such a sub- 
stitution advantageous. — 

This deduction is particularly im- 
portant in the real estate field where 
depreciation may often amount to 15% 
of rental income and apply to as much 
as 80% of all assets. If a gain is recog- 
nized on the sale or other disposal of 
real estate,> with the exception of prop- 
erty held for sale primarily to custom- 
ers, the benefit of the capital-gain tax 
limitations® is available.’ Real estate 
dealers might find it advantageous to 
take the largest possible depreciation 
deductions, since present day income 
tax rates are near record high levels® 
and sales in the future might be made 
at a time when lower rates are effective. 

Since the real estate operator may be 
presumed to manage property used in 


3 Staff of the Joint Committee on Internal Revenue Taxation, Summary of the Revenue 


Act of 1951, Part IV, No. 26. 
4 Tbid. 
5 IRC § 112. 


6 IRC § 117(c); Alternative capital gains tax increased from 25 per cent to 26 per 
cent by Revenue Act of 1951, § 322, effective for corporations with taxable years beginning 
after March 31, 1951 and for individuals whose taxable years begin after October 31, 1951. 


IRC §§ 117 (a) (1) and 117(j). 


8 Revenue Act of 1951, §§ 101 and 121. 
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Tax Accounting for the Real Estate Operator 


trade or business, or property held for 
the production of income, he is, of 
course, entitled to a reasonable deduc- 
tion for depreciation.? The important 
question is how much depreciation may 
be deducted without exceeding the 
limits of a reasonable allowance ? 

Depreciation is a deduction permitted 
annually for the exhaustion or wear and 
tear of business property, so that the 
aggregate of the amounts so allowed, 
plus the salvage value, will, at the end 
of the useful life of the property, equal 
its cost or adjusted basis.!° Since real 
estate operators usually acquire their 
property by purchase, this purchase 
price should be allocated over the useful 
life of the property. 


Straight-Line Depreciation 


The most common method of appor- 
tionment in use by taxpayers is the 
straight-line method, which permits the 
cost to be deducted in equal annual 
installments over the period of the esti- 
mated useful life of the property.!! 

The grouping or classification of 
depreciable assets varies through all 
degrees of refinement, from a single 
composite account to the extreme limit 
of item accounting which requires a 
separate account and reserve for each 
single item of equipment.!? “Classified 
Accounts” grouping of depreciable as- 
sets is the most advantageous for the 
real estate operator. This entails a 
separation of the cost of depreciable as- 
sets not forming an integral part of the 
building into such units as ranges and 
refrigerators, heating equipment, ele- 
vators, furniture and furnishings, etc. 


9 IRC § 23(1) ; Reg 111 § 29.23(1)-1 through 5. 


10 Bureau of Internal Revenue Bulletin “F’’ (Revised January, 1942); “cost basis” 


This segregation will result in a larger 
immediate depreciation deduction, be- 
cause these assets may be written off 
over a period of five to twenty years, 
whereas the building may be written 
off over a period as long as fifty years. 
In addition, if the composite grouping 
of all depreciable assets into one ac- 
count is adopted, building equipment 
may be replaced several times before 
the depreciation deductions exhaust 
the units originally installed. Usually 
no loss is permitted by the Treasury 
Department on the retirement of a par- 
ticular asset under the composite rate 
because they insist that the rate includes 
an allowance for probable retirements.!° 
3ulletin “F,” revised by the Bureau 
of Internal Revenue in January, 1942, 
contains estimates of the useful lives of 
depreciable assets. These estimates are 
merely guides and averages from which 
the correct rate may be determined for 
the particular property in question. 


Declining Balance Method 


Another manner of computing de- 
preciation is the “declining balance”’ 
method, which involves the use of a 
depreciation rate equal to 150 per cent 
of the normal straight-line depreciation 
rate applied against the net depreciated 
value of the property at the beginning 
of each year.!*+ During the early por- 
tion of the life of the asset, larger 
annual deductions are allowed than un- 
der the straight-line method. The dis- 
advantages of this method in failing to 
permit full recovery of cost, and in re- 
ducing depreciation deductions in later 
years, make its adoption advisable only 


explained by IRC § 113(a); “adjusted basis” for depreciation defined by IRC § 114(a) as 
the basis provided by IRC § 113(b) for the purpose of determining gain upon the sale or 


cther disposition of property. 


! Bureau Bulletin “F”; R & J § 45.01(4). 


12 Bulletin “F” contains a detailed explanation of the four basic methods of separating 


the depreciable assets into groups. 
13 Thid. 


14 IT 3818 (CB 1946-2, 42); Seghers, Depreciation, 83 Journal of Accountancy 113 
(1947) ; Mayer, Declining Balance Depreciation, 25 Taxes 162 (1947). 
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in the expectation of short-term owner- 
ship. 


Other Depreciation Problems 

In calculating the remaining useful 
life of a building, care should be taken 
to ascertain the period that has elapsed 
since the construction of the building 
and the installation of the building 
equipment. 

In adopting a plan for computing 
depreciation, it need not conform to the 
procedure or rates suggested by the 
Treasury Department. Other rates are 
possible, as long as they are reasonable ; 
however, operating conditions as they 
are known to exist at the end of the 
taxable period must be taken into con- 
sideration. The burden of proof for 
deviations from the regulations will rest 
upon the taxpayer to sustain the deduc- 
tion claimed.!> 


Extraordinary Depreciation 


It is recognized that under certain 
conditions property may be subject to 
extraordinary depreciation because of 
unusual operating conditions.!® It is 
true that most of the decisions on this 
point refer to depreciation of machinery 
in industrial plants, but the reasoning 
in the se cases may be applied to real 
estate.!7 The burden, of course, is on 
the taxpayer to prove by a preponder- 
ance of evidence that he is entitled to a 
larger deduction.'* Although it may be 


Comm’'r, 61 F(2d) 471 (2nd Cir. 1932). 
16 Cumberland Glass Mig. Co. 


15 Mim 4170 (CB 1936-2, 148); Reg. 111 § 29.23(1)-5 


Comm’r, 55 F(2d) 893 (2nd Cir. 1932), cert. 
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difficult to prove, it might be possible 
to show that real estate is not being 
properly maintained because of rent 
controls, material shortages, inexperi- 
enced employees, etc. 

In determining the useful life of a 
depreciable asset, the depreciation de- 
duction not only provides for the phys- 
ical life of the asset, but also for the 
economic life.1? This is known as “ob- 
solescence’”” and is particularly appli- 
cable to real property.?° In allowing a 
useful life shorter than the physical life 
of an asset, the following factors have 
been mentioned: Changed neighbor- 
hood conditions, construction of more 
modern hotels, change in character of 
theatre business and increased com- 
petition, and the special nature of banks 
and office buildings.?! 


Depreciation to Life Tenant 

An interesting question has arisen re- 
cently with respect to the depreciation 
deduction allowed to the life tenant of 
real property. In one case,” a life 
tenant demolished virtually unproduc- 
tive real estate. At her own expense, 
she then erected an income producing 
property. At the time, she was 73 years 
of age and had a life expectancy of 7.3 
years, but the property had a life of 50 
vears. The life tenant sought to de- 
preciate the property over the seven- 
year period, but the Comimissioner’s 
claim of a 50-year life was sustained by 
the Tax Court. The court held, based 
Uncasville Mig. Co. Vv. 
den. 286 US 548 (1932); Jewett & Co. v 


v. United States, 71 Ct. Cl. 44 (1930). 
17 Wilkes-Barre Lace Mtg. Co., 1 BTA 467 (1924) (Repair parts unobtainable—rates 


doubled) ; Champion Coated Paper Co., 10 BTA 433 (1928) (new and inexperienced em- 


ployees—rates increased by 2 percent). 
18 See note 16, supra: 


19 TRE § 2301). 


20 Tron Age Improvement Co., 4 BTA 305 (1926) (Acq.); 


Brampton Woolen Co., 18 BTA 1075 (1930). 


(hotel alfowed 5 per cent 


depreciation on evidence it would become obsolete within 20 years) ; 379 Madison Ave., Inc. v. 
Comm'r, 60 F(2d) 68 (2nd Cir. 1932), (Changed conditions in the neighborhood of the 
building evidenced that the present building would be valueless in 20 years and before the 
expiration of a 41 year lease) ; First National Bank in Mobile, 30 BTA 632 (1934) (Acq 


CB 1934-2, 7) 
Hotel Co., 3 BTA 1099 (1926) (Acq. CB 
(1933) (Acq. CB 1933-1, 5) 

21 Ibid. 

22 Margaret Penn, 16 TC —, No. 186, 
705 (1929). 
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June 29, 1951; 





(an office building has a shorter economic life than physical life) ; Northern 
1927-2, 5); Graeper v. Comm’r, 27 BTA 632 


. Caroline T. Kissel, 15 BTA 


July 








> acho eo fe 6 ee oe 


_ 


a west fH As 


on AR 


— f. 


<i 





sible 
eing 
rent 
eri- 


of a 
de- 
hys- 
the 
“ob- 
ypli- 
ng a 
| life 
lave 
bor- 
nore 
r of 
‘om- 
inks 


1 re- 
tion 
It of 
life 
duc- 
nse, 
cing 
ears 
Tas 
f 50 
de- 
ven- 
ler’s 
d by 
ased 
aa © 
O. V. 


rates 
em- 


cent 
IC. V. 
' the 
» the 
Acq. 
hern 
632 


July 





Tax Accounting for the Real Estate Operator 


upon the wording of the statute,’ that 
the life tenant shall be allowed the de- 
duction for depreciation in the same 
manner as an absolute owner. The 
owner in fee is allowed a deduction 
based upon the useful life of the prop- 
erty without relation to his normal life 
expectancy. 

Since depreciation may vary from 
year to year, it should not be claimed 
automatically each year, but actual facts 
should be examined. This is particu- 
larly important at the present time 
when properly increased depreciation 
deductions will offset real estate income, 
subject to very high tax rates. 


Depreciation of Leasehold 
Improvements 


Where real property has been leased, 
the lessor is entitled to a depreciation 
deduction in the usual manner for all 
improvements which exist at the time 
the lease is entered into, as well as those 
improvements which are placed on the 
property by the lessor as a condition of 
the lease.?4 

Where the lessee is to restore the 
property unimpaired and in its original 
condition, neither the lessor nor the 
lessee is entitled to depreciation during 
the term of the lease.25 If, at the 
termination of the lease, the lessee is 
required to restore the premises, the 


23 IRC § 24(1). 


expenses in doing so are allowable de- 
duction for the year in which paid or 
incurred.”6 

If it is desired that the lessor be per- 
mitted to deduct depreciation during 
the term of the lease, it would be wise 
to add to the provisions requiring the 
lessee to keep the property in good re- 
pair and to return the property in its 
original condition, an exception for ex- 
haustion or ordinary wear and tear.?’ 

The lessee is entitled to depreciation 
for improvements upon leased prop- 
erty.28 If the improvements are to re- 
vert to the lessor on the expiration of 
the lease, they may be written off over 
the term of the lease or the useful life 
of the property, whichever is shorter.?? 

Where the leasehold period governs 
the depreciation deduction for the 
lessee, generally the possibility of re- 
newal options is disregarded.“? Where, 
however, it appears that there is reason- 
able certainty that a lessee will exercise 
a renewal option,*! the lessee’s im- 
provements will be depreciated over the 
remaining term of the initial lease plus 
the term of the renewal or the life of 
the improvements, whichever is the 
shorter period.*? 

An examination of the principles per- 
taining to lessee’s leasehold improve- 
ments indicates that if a lessee can 
justifiably divide a contemplated lease 
into an original term with an option 


44 Weiss v. Wiener, 279 US 333 (1929); Gulf, Mobile and Northern R. R. Co. v. 
Comm’'r, 83 F(2d) 788 (5th Cir. 1936), cert. den. 299 US 574 (1936); Alaska Realty Co. v. 


Comm’r, 141 F(2d) 675 (6th Cir. 1944). 


) 


25 Georgia Ry. & Electric Co. v. Comm’r, 77 F(2d) 897 (5th Cir. 1935), cert. den. 296 


US 601 (1935) ; Comm’r v. Terre Haute Electric Co., 67 F(2d) 697 (7th Cir. 1933), cert. 
den. 292 | S 624 (1934), GCM 11933 (XII-2 CB 52, 1933). 
26 Frank & Seder Co. v. Comm’r, 44 F(2d) 147 (3rd Cir. 1929) ; IT 2970 (XV-1 CB 


145); OD 516 (2 CB 112, 1920). 


27 St. Paul Union Depot Co. v. Comm’r, 123 F(2d) 235 (8th Cir. 1941) ; Helvering v. 


Terminal Railroad Assn. of St. Louis, 89 F(2d) 739 (8th Cir. 1937); Forrester Box Co. 


v. Comm’, 123 F(2d) 225 (8th Cir. 1941). 
28 Reg 111 § 29.23(a)-10. 


8° Duty %. Central R. R. of New Jersey, 268 US 55 (1925) ; Charles C. Lewis Co. v. 
United States, 14 FSupp 471 (DC Mass 1936); I. G. Zumwolt, 25 BTA 566 (1932). 
30 Reg 111 § 29.23(a)-10; Bonwit Teller & Co. v. Comm’r, 53 F(2d) 381 (2nd Cir. 


1931), cert. den. 284 US 690 (1931). 


31 Pittsburgh Union Stock Yards Co. v. 


Comm’r, 46 F(2d) 646 (3rd Cir. 1931); 


Standard Tube Co., 6 TC 950 (1946) ; Leonard Refineries, Inc., 11 TC 1000 (1949) ; Alamo 


) ° . - , all rr - 
Broadcasting Co., Inc. v. Comm’r, 15 TC 





, No, 73 C1951). 


32 Gladding Dry Goods Co. Inc., 2 BTA 336 (1925); Harris-Emory Co., 37 BTA 958 


(1938). 
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for a renewal, it would be possible to 
write off his improvements over a 
shorter period than would otherwise be 
possible. Fact patterns to be aware of 
which might defeat such a plan include : 
1) The original lease is for a short 
period and has been renewed regularly 
in the past.*’ 2) The tenant has made 
substantial improvements which he 
probably would not have made if he 
had not expected the lease to be re- 
newed.*+ 3) The initial term is com- 
paratively short and the option to re- 
new is for a lengthy period.%> 


Improvements in Lieu of Rent 
Unless a lessee is permitted by the 


lease to make certain improvements for 
the purpose of reducing the stated 


rent,°° no income is realized by the 
lessor at the time improvements are 
made*’ or at the termination of the 


lease.*8 

A tax saving device may be utilized 
by the lessor by applying the tax prin- 
ciples heretofore mentioned in connec- 
tion with lessee’s improvements.*? 
Where the lessor can rent his property 
at an increased rental after making im- 
provements, it would be advantageous 
to lease the property at a lower rental, 
providing the tenant makes the im- 
provements. If the total cost involved 
is no greater to the lessee, he should 
have no objections because his total 
payment will be deductible as rental 
expense and leasehold improvements. 
The lessor, it is true, receives a smaller 


33 Nachman, 12 TC 1204 (1949). 
34 Olshine, 8 TCM 497 (1949). 
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rental income, but at the termination 
of the lease, the property reverts to 


him increased in non-taxable value. 
The gain if the property were sold, 
would be subject to capital gains rates 
instead of ordinary income. If the prop- 
erty were not sold it might then be 
rented at a higher value. 

It is important that the terms of the 
lease should not indicate any intention 
that such improvement be in lieu of 
rent and of such a nature as to result 
in immediate benefit to the lessor. This 
may be the case where no rent is paid 
in consideration of improvements being 
made or where the normal rent for the 
original leasehold is substantially re- 
duced in consideration for the lessee’s 
agreement to make improvements.*? 

An interesting line of recent cases 
has presented the possibility of two tax- 
pavers taking depreciation on the same 
asset in a leasehold situation.*! This 
occurs where improvements have been 
erected on leased land by the lessee and 
the landlord dies. The lessor’s heirs 
can depreciate the improvements to the 
extent that their value was included in 
the estate. A careful reading of the 
most recent decisions,4? however, in- 
dicates that depreciation will be avail- 
able to the lessor’s heirs only where the 
life of the improvements exceeds the 
term of the lease, the improvements 
erected by the lessee must revert to the 
lessor on the expiration of the lease and 
a separate value for the improvements 
was includible in the deceased lessor’s 
estate. 


35 353 Lexington Corp., 27 BTA 762 (1933). 


36 Your Health Club, Inc., 4 TC 385 (1944); IT 4009 (CB 1950-1, 1S)) 


§ 29.22(b) (11)-1. 
37 M. E. 


38 IRC § 22(b) 


CI): 


Reg lll 


Blatt Co. v. United States, 305 US 267 (1938). 


39 See Tax Savings in Real Estate Transactions, Bureau of Analysis, Davenport, Lowa, 
for various tax savings suggestions in the real estate field. 


40 IT 4009 (CB 1950-1, 13). 


41 Moore, 15 TC 906 (1950); Pearson, 13 


Currier, 7 TC 980 (1946). 


42 Pearson v. Comm’r, 188 F(2d) 72 (5th Cir. 1951), rev’'g 13 TC 851 (1949) ; 


TC 851 (1949), rev'd, see note 42, infra; 


First 


National Bank of Kansas City, Trustee v. Nee, 8th Cir., June 7, 1951, aff’g 92 FSupp 328 


(DC Mo 1950). 


404 





July 














ition 
S to 
ilue, 
sold. 
‘ates 
rop- 
1 be 


' the 
ition 
u of 
sult 
This 
paid 
eing 
- the 
re- 
see’s 
) 
‘ases 
tax- 
ame 
This 
been 
and 
leirs 
» the 
d in 
the 
in- 
vail- 
> the 
the 
ents 
» the 
‘and 
ents 


sor s 


ry Il 


Lowa, 


nfra; 


First 
» 328 


July 








Income Problems 


Much has been written concerning the 
conflicts between commercial accounting 
and tax accounting.43@ This controversy 
is very much in evidence in the tax 
treatment of rents and related leasehold 
payments. 


Rental Questions 

Advance rentals are income when 
received,**» regardless of the account- 
ing method. The lessee must capi- 
talize his expenditure and deduct it 
in the later year to which it applies.*4 
Where an additional payment is made 
to the lessor upon the execution 
of the lease and there are various 
stipulations under which it is to be 
returned to the tenant, the security is 
not taxable income to the lessor until 
his right to the security becomes ab- 
solute.4> Since the lessee’s deduction 
is deferred regardless of whether the 
payment is considered an advance 
rental or a security deposit, only the 
lessor is concerned with an election. 
Knowing the consequences, the les- 
sor can control the time for taxing by 
an appropriate provision in the lease 
agreement, so that the income will be 
subject to the lowest possible tax. 


Lease with Option to Purchase 


A lease with an option to purchase 
is a transaction which involves many 
complications and serious uncertain- 
ties. If at all possible such arrange- 
ments should be avoided. The danger 
is that the transaction will be con- 
sidered as a disguised sale for tax 
purposes.*5a 

The typical situation is one where 
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rent payments are applicable against 
the selling price if and when the pur- 
chase option is exercised. This ar- 
rangement is very attractive from the 
practical business standpoint. The les- 
see-purchaser is entitled to a full de- 
duction for current payments. The 
lessor has the advantage of spreading 
the payments for the property over a 
period of years as well as deducting 
current depreciation on the property 
and taxes thereon. Of course, each 
payment is ordinary income rather 
than capital gain. 

If the agreement provides for the 
transfer of title after a specified num- 
ber of rental payments, or gives the 
lessee an option to acquire title by 
making a small additional payment 
upon the expiration of the lease, or, 
if the periodic payments are large in 
relation to the purchase price, the 
arrangement would be subject to 
serious question by the Treasury De- 
partment. Payments by the lessee 
may be considered part of the purchase 
price rather than “rent’’.4° The lessor’s 
receipts may be treated as rentals and 
taxed as ordinary income. It is not 
necessary for the lessor and lessee to 
be treated in a consistent manner.‘7 


Recovery of Prior Year’s 
Real Estate Taxes 


Under local real estate tax statutes 
where a tax is assessed based upon 
valuation of the property, refunds are 
frequently made because of overvalua- 
tion. The questions usually posed are: 
When is the recovery taxable? To 
what extent ? 

Under the general rule, where the 
deduction is allowed at the time the 


+3a Lasser and Peloubet, Tax Accounting v. Commercial Accounting, 4 Tax L. Rev. 343 


(March 1949), 
43b United States v. Boston and Prov. 


Chateau Frontenac Inc., 167 F(2d) 856 (6th Cir. 1945), aff’g 


44 Reg 111 § 29.23(a)-10. 


RR.» Re Co, 37 Bez 
I 


) 670 (Ist Cir. 1930) ; 
3TA Memo 10/20/42. 


45 Clinton Hotel Realty Co. v. Comm’r, 128 F(2d) 968 (Sth Cir. 1942). 
_ 45a Haverstick, 13 BTA 837 (1928); IT 1819 (II-2 CB 73); ARM 189 (I-2 CB 86); 
Watson v. Comm’r, 62 F(2d) 35 (9th Cir. 1932). 
46 Helser Machine and Marine Works, 39 BTA 446 (1939); Judson Mills, 11 TC 25 


(1948) 


47 Goldfields of America, Ltd., 44 BTA 20 (1941). 
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tax is paid or accrued, the refund is 
taxable when it is received or finally 
determined, even though the original 
year is still open.*8 

In including this recovery as taxable 
income in the year received, care should 
be taken not to overlook the “tax bene- 
fit’ rule under Section 22(b)(12) of 
the Internal Revenue Code. If the 
real estate tax deduction did not result 
in a reduction of income tax in the year 
paid or accrued, then the subsequent 
refund is not taxable.*? 


Lessor-Lessee Relationship 

Bonuses paid to the lessor are tax- 
able income when received,*? but de- 
ductible by the tenant only if paid in 
consideration of the cancellation of the 
lease.°! If the lessee’s payment is in 
modification or extension of the lease, 
the bonus even though paid in a lump 
sum, will be deductible only over the 
period of the lease as extended.*? 

Where the purpose of this bonus is 
to cancel the lease, the lessor should 
bear in mind the additional tax burden 
of payment in one year in the determi- 
nation of the amount to be received. 
If the payment is for the purpose of 
extending the term of the lease, it might 
be possible to spread this extra pay- 
ment over the remaining life of the 
lease, without harm to the lessee, who 
will be required to prorate his pay- 
ment in any event. 

If it is the lessor who seeks to cancel 
the lease, any payment he makes to the 
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lessee will be ordinary income to the 
lessee at the time of receipt.°’ The 
lessor, however, must prorate his de- 
duction for such payment over the re- 
maining term of the cancelled lease.*4 
If the lessor intends to erect a new 
building or sell the property, such costs 
are added to the property.>#@ 

Leasehold commissions, attorneys 
fees and similar expenses paid by an 
owner for services in procuring a ten- 
ant are deductible over the life of the 
lease,°> but where the lease is cancelled 
before the end of the term, the  un- 
amortized portion of the capitalized 
cost is deductible in the year of cancel- 
lation.*® 

It seems quite apparent that the 
“bird in hand view” cited by Mr. 
Lasser and Mr. Peloubet is busy at 
work determining the taxability and 
deductibility of rent and related lease- 
hold payments.5* As an almost in- 
fallible ‘‘rule of thumb,” it could be 
said that with the exception of periodic 
rent payment pursuant to a lease, if a 
leasehold payment is received it is tax- 
able at once, but the one paying this 
amount may have to defer its deduc- 
tion until some future time. 


Mortgage Questions 

The expenses of the mortgagor for 
mortgage finance fees and commissions 
are of course, to be capitalized and 
written off over the period that the 
mortgage is to be in effect.°” 

Where a solvent mortgagor receives 


48 Mim 6442 (CB 1949-2, 11), modifying Mim 4564 (CB 1937-1, 93); Dixie Pine 
Products Co. vy. Comm’r, 320 US 516 (1944); Security Flour Mills Co. v. Comm’'r, 321 US 


281 (1944). 
49 Reg 111 § 29.22(b)(12)-1. 
50 Hort v. Comm’r, 313 US 28 (1941). 


51 Cassat v. Comm’r, 313 US 28 (1941). 


52 Pig and Whistle Co., 9 BTA 668 (1927); Stephen Peabody, BTA Memo op., 


October 26, 1933. 


53 Farrelly-Walsh Inc., 13 BTA 923 (1928). 
54 Borland, 27 BTA 538 (1933); Henry B. Miller, 10 BTA 383 (1928). 
54a Shirley Hill Coal Co., 6 BTA 935 (1927); Business Real Estate Trust of Boston, 


25 BTA 191 (1932). 


55 Andrew J. Pembroke, 70 F(2d) 850 (DC C 1934), aff’'g 23 BTA 1176 (1931); 


Walter and Co. Inc., 4 BTA 142 (1926). 


56 Manhattan Life Insurance Co., 28 BTA 129 (1933); Blanche B. Burley, Exrx., 


26 BTA 615 (1932). 


56a Note, 61 Harv. L. Rev. 1010, 1013-14; see Lasser and Peloubet, note 43a, supra. 
57 SM 3691 (I1V-1 CB 145); Lovejoy, 18 BTA 1179 (1930) ; Klyce, 41 BTA 194 (1940); 
Detroit Consolidated Theaters, Inc. v. Comm’r, 133 F(2d) 200 (6th Cir. 1943). 
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a reduction of the mortgage debt, and 
such reduction is not a gift under the 
American Dental rule,** income is rea- 
lized.58* However, there is no taxable 
income if 1) the owner is not person- 
ally liable for the mortgage debt, or 2) 
the value of the property at the time 
of the debt cancellation does not exceed 
the remaining indebtedness or 3) if the 
transaction was intended by the mort- 
gagee as an adjustment of the purchase 
price.°” 
Operating Expenses 

Certain operating expenses have 
been selected which are illustrative of 
the tax problems of real estate opera- 
tion. 


Repairs vs. Capital Improvements 


Although the rule governing the de- 
ductibility of repairs is theoretically 
clear, applying it to specific fact pat- 
terns causes considerable difficulty.°° 
Regulations 111, Section 29.23(a)-4 
provides that the cost of incidental re- 
pairs which neither materially add to 
the value of the property nor appre- 
ciably prolong its life, but keep it in an 
ordinarily efficient operating condition, 
may be deducted as an expense. Re- 
pairs in the nature of replacements, to 
the extent that they arrest deterioration 
and appreciably prolong the life of the 
property, should be added to the capital 
account or charged against the depre- 
ciation reserve. One test that might be 
applied to this situation is whether the 
particular expense to be classified 
merely keeps the property in an oper- 
ating condition over its probable useful 
life for the use for which it was ac- 
quired, or prolongs the life of the prop- 
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erty, increases its value, or adapts it to 
different usage.°# The relation be- 
tween the cost of the repairs and the 
value of the building is not of par- 
ticular significance in determining de- 
ductibility.°! 


Insurance 


The accounting method used by the 
taxpayer is of no consequence in de- 
termining the deduction for insurance 
expense. Where premiums are paid for 
more than one year, only the pro rata 


portion of the premiums may _ be 
treated as an expense.®? 


Special Benefit Assessments 

Special assessments, made for local 
benefits, which tend to increase the 
value of the property assessed are not 
deductible in accordance with Section 
23(c)(1)(E). To the extent that such 
assessments are made for the purpose 
of maintenance and repairs or for meet- 
ing interest charges on such benefits, 
they are deductible. The burden, how- 
ever, is on the taxpayer to show the 
allocation of the amounts assessed to 
the different purposes.°* 


Real Estate Taxes 


In order that a taxpayer may obtain 
a deduction for real estate taxes, it is 
necessary that the tax be imposed upon 
him or upon property he had an inter- 
est in.°+ Weight is given to the ac- 
counting method of the taxpayer.® 
The most difficult problem arises in the 
proration of the tax at the time of sale. 
If the taxes became a lien of the owner 
before the title to the property had 
passed, only the seller may deduct the 


58 Helvering v. American Dental Co., 318 US 322 (1943). 


58a IT 4018 (CB 1950-2, 20). 
o R& J § 44.06(2). 


60 Winsten, Tax Problems in Real Estate Operations, 20 New York State Certified 


Public Accountant 17 (January 1950). 


a [linois Merchants Trust Co., Exr., 4 BTA 103 (1926). 
61 American Bemberg Corp., 177 F(2d) 200 (6th Cir. 1949), aff'g 10 TC 361 (1948) ; 
Buckland y. United States, 66 FSupp 681 (DC Conn 1946). 


6° GCM 23587 (1943 CB 213). 
6S Reg 111 § 29.23(c)-3. 


64 Magruder v. Supplee, 316 US 394 (1942); Reg 111 § 29.23(c)-1. 
6 R & J § 41.06(2) (Cash v. Accrual Basis Taxpayer). 
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taxes paid,®® even though they have 
been prorated and the buyer paid his 
share. The seller may deduct the taxes 
he has paid and also the taxes that 
the buyer has paid,°’ provided he in- 
cludes the latter in his gross selling 
price. This, of course, increases the 
seller's gain on the sale. If this profit 
is subject to capital gains rates a defi- 
nite advantage is realized because the 
taxes are fully deductible. 

The following procedure will solve 
this problem: If the taxes have become 
a lien before sale, require the seller to 
pay the full amount and increase the 
sales price by the buyer’s pro rata 
share. If the taxes will become a lien 
after the sale, require the buyer to pay 
the full amount and reduce the sales 
price by the seller’s pro rata share.°* 


Carrying Charges and Taxes 

A special election is available with 
respect to carrying charges and taxes®*# 
on unimproved and unproductive real 
property; similarly, the same election 
is available during the development or 
construction of improvements on real 
property.°? 

As far as unproductive and unim- 
proved real property is concerned, 
taxes and carrying charges may be 
capitalized one year and deducted the 
following year. No consistency is re- 
quired until the property is improved 
or converted to productive use. At that 
time the items must be considered 
expenses. 

In the case of development or im- 
provement of real property, the same 
option exists as to capitalization or de- 
duction up to the time of completion. 
All items of the same type must be 


66 See note 64, supra. 
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treated in the same manner, but once 
an item has been capitalized, it must 
remain capitalized until the project is 
completed. 

When expenses are incurred for the 
construction or improvement of a de- 
preciable asset, it is preferable to cap- 
italize the expenses because the tax- 
paver has little income during the 
current year and because income in 
subsequent years will be higher. Cap- 
italization limits the benefit of the ex- 
pense to a depreciation deduction until 
the property is sold. The advantage of 
ordinary deductions may be preserved 
if the taxpayer is carrying on a trade 
or business and is entitled to a net op- 
erating loss carry-over deduction. 
The election to capitalize must be filed 
with the tax return.°?> 


Interest Accruals 


When corporate interest expense ac- 
cruals are recognized by the Bureau of 
Internal Revenue as proper income tax 
deductions, the adoption of the benefits 
available in Section 117(f) should be 
seriously considered. This section pro- 
vides that capital gains tax limitations” 
shall be applicable to the retirement of 
bonds, debentures, or notes with inter- 
est coupons attached or in registered 
form. Where the bond as defined in 
Section 117(f) provides for a steadily 
increasing redemption price, rather 
than annual interest payments, both the 
courts’! and the Commissioner’? have 
recognized that the redemption of 
bonds at maturity, or retirement prior 
to maturity with no intention of reissu- 
ing the same bonds, is subject to the 
capital gain and loss provisions.’* 


7 Norman Coolidge v. Comm’r, 40 BTA 1325 (1940). 


68 Tax Savings in Real Estate Transactions, Bureau of Analysis, Davenport, Lowa, II, 


p- 36. 
68a IRC § 24(a) (7). 
69 Reg 111 § 29.24-5(b). 


69a IRC § 122. 
69b Reg 111 § 29.24-5(c). 
70 IRC § 117(c) 


71 Caulkins v. Comm’r, 144 F(2d) 482 (6th Cir. 1944), aff'g 1 TC 656 (1943). 
72 Nonacquiescence 1943 CB 28 withdrawn and acquiescence 1944 CB 5 issued. 


nC S U7: 





McClain v. Comm’r, 311 US 527 (1941). 
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This decision’+ enables the bond- 
holder to enjoy capital gain benefits 
upon the retirement of his bond, while 
the corporation on the accrual basis 
receives an annual deduction equivalent 
to interest for the increase in redemp- 
tion value, since it may amortize the 
discount over the period of the loan 
even though it makes no payment until 
the maturity date.7> The provisions of 
Section 24(c) should not be over- 
looked, however, in creating this in- 
debtedness. 


Closely Held Real Estate 
Corporations 


Much of the real property in this 
country is owned and operated by 
closely held corporations.’** There are 
many advantages in this form of owner- 
ship, such as: separation of risks, limi- 
tation of personal liability from mort- 
gage indebtedness and other claims, 
and occasional reduction of tax ex- 
penses. However, corporation owner- 
ship usually causes many tax complica- 
tions and pitfalls. 


Capitalization 

For many years the capital structure 
of most closely-held real estate corpo- 
rations was determined primarily upon 
the income tax advantages of corporate 
indebtedness over capital stock. A 
brief summary of the important tax 
consequences of a heavy corporate debt 
and a nominal capital stock investment 
are as follows :75» 

1) Whether an individual receives 


74 See note 71, supra. 





dividend income or interest income, he 
is subject to the same tax ;’° the corpo- 
ration, however, is entitled to a tax de- 
duction for interest expense, but not 
for dividend payments.’/ 

2) In the event the corporation 
liquidates, losses incurred as a result 
of worthless stock or bonds with cou- 
pons attached or in registered form are 
treated as capital losses on the return 
of the individual stockholder or bond- 
holder.’® If, however, the loss is due to 
a worthless debt not in registered form 
or not with coupons attached, it is 
treated as a short-term capital loss to 
the stockholder.”? If the debt is in- 
curred in trade or business, it is fully 
deductible.®° 

3) When an individual withdraws 
funds from a corporation, and those 
funds were originally given to the cor- 
poration in the form of a loan, no tax- 
able income results. In the event that 
the funds are invested in the form of 
capital stock, a partial redemption, paid 
in a manner sosthat the distribution is 
equal to a taxable dividend, will be 
taxed as ordinary income®! to the ex- 
tent that it represents earnings or prof- 
its, unless a partial liquidation results.*? 

4) The capital structure may also 
be significant in the calculation of the 
credit for Excess Profits Tax on the 
Invested Capital basis,®3 as well as in 
the classification of a corporation as a 
Personal Holding corporation,** Per- 
sonal Service corporation®’ or a Regu- 
lated Investment corporation.*® 

While the provision in our present 


75 Reg 111 § 29.22(a)-17; see Mandell, Can Interest Be Income or Capital Gain, 29 


Taxes 741 (1951). 


75a See Personal Holding (Co. section, infra. 


75) On the assumption that the stockholders can escape the dangers usually inherent 


in thin incorporations, discussed below. 
76 IRC § 22(a). 

77 IRC § 23(b). 

78 IRC § 23(g), (k). 

79 IRC § 23(k) (4). 

80 IRC § 23(k) (1). 

81 IRC § 115(g). 

82 IRC § 115(c). 


83 1432 | 

84 IRC § 501. 

85 IRC § 725. 
IRC § 361 








tax statute imposes no limitation as to 
the amount of interest deductible,*’ it 
is interesting to note that the Revenue 
Acts of 1909,88 191389 and 1916 im- 
posed definite curbs on the amount of 
interest deductible by corporations 
without distinction as to whether 
widely or closely held. In the first stat- 
ute, the Excise Tax imposed on cor- 
porate net income authorized a deduc- 
tion for bond interest, but the amount 
of bonds outstanding was limited to 
the amount of paid-up capital stock 
outstanding. The 1916 Tax Law per- 
mitted a debt structure equal to twice 
the amount of outstanding capital stock 
as a basis for interest deductions. At 
the time of World War I, since credit 
was not allowed for borrowed money 
in determining the Excess Profits Tax, 
it was believed fair to permit all interest 
expense as a deduction for tax pur- 
poses. Although the Excess Profits 
Tax ended after the war, this rule was 
never changed.”! 
. 


Inadequate Capitalization 


Despite the absence of restrictions 
upon interest deductions, we have wit- 
nessed, within the last five years, a 
new approach to this situation under 
the heading of “inadequate capitaliza- 
tion”.°? The general rule evolved is 
that where a closely-held corporation is 
inadequately capitalized, if the out- 
standing debt and capital stock is held 
in substantially the same proportions, 
the indebtedness will be treated as a 
capital investment.?% 

The present trend is the result of 
dictum in the 1946 Supreme Court de- 


87 IRC § 23(g). 
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cision in the case of John Kelley y, 
Commussioner.°* The court stated “As 
material amounts of capital were in- 
vested in stock, we need not consider 
the effect of extreme situations such as 
nominal stock investments and an ob- 
viously excessive debt structure.” 

Publicly held corporations are ex- 
cluded from the test of inadequate cap- 
italization, because the bondholders 
may be distinguished as having inter- 
ests separate and apart from the stock- 
holders. They have no control over 
management; their investment is for 
a limited period and the return they re- 
ceive is not dependent upon profits.94 

In a closely held corporation, the 
stockholder and the bondholder or 
debtors are usually the same individ- 
uals owning the same _ proportionate 
share of each investment. 

The fact that more than 75% of the 
cases decided related to under-capital- 
ized real estate corporations is over- 
whelming evidence that real estate op- 
erators should be vitally concerned 
with this problem. 


Debt vs. Capital 

The courts have been considering the 
realities in these cases after weighing 
all the factors.25 The labeling of trans- 
actions as “debt” or “interest” by the 
taxpayers has not affected the de- 
cisions.°° The Commissioner's disal- 
lowance of interest deductions and 
subjection of losses to capital gain limi- 
tations have been sustained by the 
courts, when the following factors are 
present: 

The two major considerations are 


88 Revenue Act of 1909, § 38, 36 Stat 113 (1909). 
89 Revenue Act of 1913, § I1G(b), 38 Stat 173 (1913). 
90 Revenue Act of 1916, § 12(a), 39 Stat 768 (1916). 


91 CB 1939-1, (Part 2), p. 94. 


9? 


; iS Ne ea is stat Ads ‘ofan 
Semel; Tax Consequences of Inadequate Capitalization, 58 Col.L.Rev. 262 (1948); 


Note: Semel, Loan v. Investment, 5 Tax L.Rev. 424 (March 1950). 


[bid 
94 326 US 521, 526 (1946). 


94a New Engiand Lime Co., 13 TC 799 (1949). 
95 Sam Schnitzer, 13 TC 43, aff'd 183 F(2d) 70 (9th Cir. 1920); see note, 92 supra; 


cf. Weldon D. Smith v. Comm’r, 17 TC - 


96 


r , No. 17 (1951). } 
Edward G. Janeway, 2 TC 197 (1943), aff'd 147 F(2d) 692 (2nd Cir. 1945); Erard 


A. Matthiessen et al. v. Comm’r, 16 TC 781 (1951); Bair v. Comm'r, 16 TC 90 (1951 
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(1) inadequate capitalization and (2) 
proportionate owning of indebtedness 
and capital stock by the same individ- 
uals.°? Other circumstances which may 
sway the final decision against the tax- 
payer are: (1) The bonds or other in- 
debtedness have no fixed maturity date, 
(2) Interest is paid only when profits 
are made, or (3) No interest payments 
have been made. 

In view of the trend of recent deci- 
sions, it is important that corporations 
adopt more realistic capital structures, 
so that unexpected tax assessments re- 
sulting from a non-acceptable capital 
organization will not seriously inter- 
fere with the operation of real estate 
ventures. 

Despite the apparent advantages of 
loans or other indebtedness in the cap- 
ital structure of a corporation from the 
tax standpoint, these debts should not 
be created unless they can be properly 
justified. If the capital stock and the 
indebtedness of the corporation are 
owned in the same proportion by the 
same stockholders, there must be sub- 
stantial value in the capital stock of 
the corporation. “Substantial value” 
does not exist when the original invest- 
ment necessary to acquire a corporate 


ital investment. 


Standards to Prove Indebtedness 


If funds are required thereafter by 
the corporation and moneys are in- 
vested by the stockholders in the form 
of indebtedness, the corporation should 
meet the standards which identify 
debts, i.e. (1) Interest should be paid 
periodically, whether or not the corpo- 
ration realizes a profit, (2) These ob- 


No. 17 (1951). 

78 IRC § 23(a) (1) (A). 

9 278 US 282 (1929). 
Co. v. Glenn, 50 FSupp 279 (DC Ky 1943). 
1952 
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asset is not entirely classified as a cap- 





ligations should have all the indicia of 
indebtedness, such as a fixed maturity 
date, priority or equality with the 
claims of other creditors, (3) All the 
formalities usually associated with in- 
debtedness should be followed. Many 
of the problems involved may be 
avoided if the corporate indebtedness 
is owed to non-stockholder creditors?”# 
or if the debt is not owed to the share- 
holders in substantially the same pro- 
portion as the stockholdings.?”> If the 
corporation has an obviously excessive 
debt structure, the decisions have not 
definitely concluded that disproportion- 
ate holdings in stock and indebtedness 
are sufficient to assure recognition of 
the debts as bona fide obligations for 
tax purposes. 

Although all the ramifications of this 
problem have not been decided, the ob- 
vious extreme situations are clear and 
should be avoided by advance planning. 


Reasonable Salary 


In computing net income, corpora- 
tions are permitted to deduct “...a 
reasonable allowance for salaries or 
other compensation for personal ser- 
vices actually rendered’’.?® Botany 
Worsted Mills v. United States?’ is 
the leading case interpreting this provi- 
sion of the tax law. ‘The Supreme 
Court stated in its opinion “. . . unusual 
and extravagant amounts paid by a cor- 
poration to its officers in the guise and 
form of compensation for their ser- 
vices, but having no substantial rela- 
tion to the measure of the services... 
are not in reality payment for services”. 
There is no fixed standard or yardstick 
by which the reasonableness of the 
compensation in any particular case can 
be measured.!°° One writer has accu- 


__ 7 Swoby Corp., 9 TC 887 (1947) (Capital $200—Debt $250,000); Isidor Dobkin, 15 
PC 31 (1950) (Capital $2,000—Debt $70,000) ; Mullen Building Corp, 9 TC 350 (1947), 
aff'd 167 F(2d) 1001 (3d Cir. 1948) (Capital $10,000—Debt $290,000). 

97a The courts hold in most cases where the stockholder indebtedness is not recognized, 
that an outside individual would not loan money under the same circumstances. 

97b Arthur V. McDermott, 13 TC 468 (1949) ; Weldon D. Smith v. Comm’r, 17 TC —, 


100 |. J. Drug Co. v. Comm’r, 111 F(2d) 593 (2d Cir. 1940); J. D. Van Hooser & 
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mulated a check list of a hundred per- 
tinent facts for a determination of rea- 
sonable compensation.!9! The burden 
is on the taxpayer to prove that an 
amount disallowed by the Commis- 
sioner was reasonable and_ therefore 
available as a deduction in computing 
taxable income.!°" 

These general rules are, of course ap- 
plicable in the determination of salaries 
for employees of real estate corpora- 
“S$ Salary arrangements in a 
family or closely held corporation are 
viewed critically.!"* Since most real 
estate corporations are closely held,!°° 
these companies should give careful 
thought to the compensation paid offi- 
cer-stockholders. Proper planning may 
enable corporation-employers to prove 
the reasonableness of their salary pay 
ments. In many cases the Commis- 
sioner’s disallowances of salary are 
sustained because the corporation lacks 
evidence to support the deduction." 


tions. ! 


Salaries Should Be Realistic 


The corporation should maintain 
records which would indicate the 
amount of time as well as the kind of 
services rendered by each employee.!° 
In many instances,: the officer-stock- 
holder may render services to several 
corporations owning and operating dif- 
ferent parcels of realty. In this event, 
care should be taken that each company 
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compensate the officer realistically in 
proportion to the value of the services 
rendered. !08 


Salaries As a Reflection of Earnings 

The compensation is more likely to 
be recognized if it is decided upon be- 
fore earnings can be predicted, i.e. at 
the beginning of a taxable year.!" If 
the compensation of officers is not de- 
termined until after the corporate prof- 
its have been calculated and no divi- 
dends are declared, the payment may 
be held to be a distribution of profit 
in guise of salary.!!° The salaries 
should remain relatively constant and 
should not fluctuate drastically in pro- 
portion to the profits earned by the 
corporation.!!! 

Since real estate corporations are 
particularly vulnerable to attack and 
the disallowances may affect several 
taxable years due to Treasury Depart- 
ment procedure, it is recommended that 
planning be applied to the solution of 
these problems. 


Unpaid Interest and Expenses 

A corporate taxpayer on the accrual 
basis may ordinarily deduct accrued 
interest and expenses payable to em- 
ployees although they are unpaid at the 
close of the taxable year and the em- 
ployees are on the cash basis.'!? An 
exception to this rule arises when the 


101 Wolder, Reasonable Compensation, 24 Taxes 150 (Feb. 1946). £4 
102 See Botany Worsted Mills case cited supra at note 99; A. David Co. v. Grissom, 


64 F(2d) 279 (4th Cir. 1933). 


103 Winter Realty & Construction Co., 2 TC 38 (1943) ; Walkup Co., 7 TCM 57 (1948); 
Kipsberough Realty Corp., 10 TCM 932 (1951). 


104 Spring St. Realty Co., 123 F(2d) 146 


(3d Cir. 1941); Kipsborough Realty Corp., 


10 TCM 932 (1951); Mettler & Sons, 8 TCM 329 (1949). 
105 See notes infra in Personal Holding Company section. 


106 Amco Investment Co., 4 TCM 307 ( 


(1946). 
107 Tbid. 


1945); Biljac Holding Corp., 5 TCM 857 


108 Winter Realty & Construction Co., 2 TC 38 (1943) (total of salaries from several 
companies approximated stockholdings) ; Anico Investment Co., TC Memo. op., 4 TCM 307 
(1945) (salary on one company intended to offset inadequate salary of another corporation) ; 
Guide Realty Co., 9 TCM 462 (1950) (officers properly compensated by each company tor 


which they worked). 
109 Draper & Co., Inc., 5 TC 822 (1945). 


110 Werner Machine Co., Inc. v. Manning, 


(Jan. 1941); Briles, Inc., 6 TCM 996 (1947). 


111 Patton, 6 TCM 482 (1947), aff'd 168 F(2d) 28 (6th Cir. 1948) 


112 IRC § 43; Reg 111 § 29.24-7. 
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employee is a stockholder in a closely 
held corporation.!!$ 

In order to close a tax-saving loop- 
hole,!!+ the Code!!> provides that un- 
paid interest and expenses are not de- 
ductible when all three of the following 
conditions are present: 

1) The unpaid interest and expense 
has not been paid within the taxable 
year or within two and one-half months 
after the close thereof.!!6 

a) In order to constitute payment 
sufficient to avoid disallowance, it 
must be in cash, or by check,!!” or ne- 
gotiable note.!!8 

2) The amount accrued is properly 
includible as income in the stockholder- 
employee’s taxable year in which, or 
with which, the taxable year of the cor- 
poration ends, regardless of whether 
or not the amount is actually paid as 
stated in (1) above.!!? 

a) Although the accrued expense 
had not been paid within the required 
period, the deduction is still available 
to the corporation, providing the inter- 
est or expense is “constructively” re- 
ceived by a cash-basis taxpayer.!?° 

3) When, at the close of the tax- 
able year of the corporation or at any 
time within two and one-half months 
thereafter, the person to whom the pay- 


113 IRC § 24(c). 


114 ‘(he Corporation takes a deduction 


ment is to be made owns, directly or 
indirectly}?! more than 50% of the 
stock of the corporation.!?? 


Rent-Free Tenants 

Rent-free tenants of closely held cor- 
porations may be divided into twe 
classes: 1) Non-stockholder-employee 
who renders services to the corpora- 
tion, 2) Stockholder-employee, who 
may render services to the corporation. 
Employees Rendering Services 

The general rule stated by the regu- 
lations!’ provides that “if services are 
paid for with something other than 
money, the fair market value of the 
thing taken in payment is the amount 
to be included as income... . If a per- 
son receives as compensation for ser- 
vices rendered a salary and in addition 
thereto living quarters or meals, the 
value (thereof ) . constitutes income 
subject to tax. If, however, living 
quarters are furnished to employees for 
the convenience of the employer, the 
value thereof need not be computed and 
added to the compensation otherwise 
received by the employees.” 

In 1940, the Bureau interpreted their 
regulations!?* to explain that the value 
of living quarters would be excluded 


for unpaid interest and expenses, but the 


stockholder-employee does not report the income until received. It is possible that the 
expenses may never be paid or not paid until some year when tax rates are low. 


115 IRC § 24(c). 
116 TRC § 24(c) (1). 


117 Lake, Inc. v. Comm’r, 148 F(2d) 898 (5th Cir. 1945). 


118 Anthony P. Miller, Inc. v. Comm’r, 
Hub-Brake Co., 139 F(2d) 65 (6th Cir. 1943). 


119 TRC § 24(c) (2). 


164 F(2d) 268 (3d Cir. 1947); Musselman 


120 Reg 111 § 29.42-2 provides that income is “constructively’’ received by a cash-basis 
employee whenever it is “credited or set apart to the employee without any substantial 


limitation or restriction as to the time or 


manner of payment or condition upon which 
payment is to be made, and must be made available to him so that it may be withdrawn at 
any time, and its receipt brought within his own control and disposition.” “Constructive’ 


receipt in following cases: Ohio Battery & Ignition Co., 5 TC 283 (1945); Michael Flynn 


Mfg. Co., 3 TC 932 (1944); Martindale, Inc. v. 


Comm’'r, 151 F(2d) 190 (3rd Cir. 1945) ; 


Ennis Mfg. Co., 3 TCM 937 (1944). Not “constructive” receipt in following cases: Francis 


Metal Door & Window Corp, 178 F(2d) 405 (2d Cir. 1950). aff'g 7 TCM 755 (1948) ; 


Hoyt B. Wooten, 12 TC 659 (1949). 


121 TRC § 24(b) and Reg 111 § 29.24 contain detailed explanation of “direct and 


indirect” relationship. 
122 IRC § 24(c) (3). 
123 Reg 111 § 29.22(a)-3 


124 Mim 5023 (CB 1940-1, 14); O. O. Ellis et al., 6 TC 138 (1946) ; Carmichael, et al., 


7 TCM 278 (1948). 
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only if the employee were required to 
accept such quarters to properly per- 
form his duties. 

Two years ago, a further clarifica- 
tion by the Bureau!?> stated that de- 
spite the employee’s occupancy of the 
quarters for the “convenience of the 
employer” the value of the residence 
would be taxable as long as the em- 
ployer intended thereby to furnish ad- 
ditional compensation to the employee. 

In these situations affecting non- 
stockholder employees, the taxable in- 
come of the corporation-employer is 
not affected, because the value of the 
living quarters paid constructively in 
the form of compensation to the em- 
ployee equals the rental income con- 
structively received by the corporation. 


Stockholder Rendering Service 


When a controlling stockholder oc- 
cupies an apartment rent-free and ren- 
ders services to the corporation, the 
rules effective for non-stockholder-em- 
ployees usually apply.!2° If the value 
of the apartment approximates fair 
compensation for the services rendered, 
no difficulty appears in the logic of 
these conclusions. 


Stockholders—Quarters More 

Valuable Than Services, or 

No Services Rendered 

The difficulties arise when the stock- 
holders either render no services or 
when the rental value of their living 
quarters are far above the value of the 
services rendered to the corporation. 

In Frueauff,!?” one of the early de- 
cisions on this.question, an officer and 
stockholder occupied an apartment 
rent-free. The fair rental value of this 
apartment was in excess of $10,000.00. 
The only duties performed by this 
officer were to sign the final income tax 


125 Mim 6472 (CB 1950-1, 15). 


return of the corporation as well as a 
few checks during the taxable year, 
The Tax Court sustained the determi- 
nation of the Commissioner that the 
fair value of the apartment constituted 
taxable income to the officer. The court 
could not bring itself to call this com- 
pensation for services rendered, but 
stated that it qualified under the gen- 
eral rule of the Revenue Act of 1928, 
defining gross income as “income re- 
ceived from any source whatever”. 

A similar problem arises when a 
stockholder or close member of the im- 
mediate family renders no services to 
the corporation in exchange for rent- 
free occupancy of the corporation prop- 
erty. In 1945, the following situation 
arose :!28 A corporation owned four or 
five small parcels of improved real es- 
tate, including a residence occupied 
rent-free by the mother of the sole 
stockholder. The mother rendered vir- 
tually no services to the corporation. 
The court held that the mother was not 
employed by the corporation, therefore 
she had no taxable income. The corpo- 
ration merely made a gift of the rental 
value of the premises to the mother. 


Income to Corporation 

At the same time that the /*rucauff 
case!*? was decided, the Board of Tax 
Appeals also rendered a decision in the 
case of Reynard v. Commissioner 
In this case, the Bureau argued that the 
corporation should be constructively 
charged for the fair value of the resi- 
dence occupied rent-free by the sole 
stockholder. The court rejected this 
argument stating, without citing au- 
thority, “It is error to include the rental 
value in the gross income of the cor- 
poration, apparently on the theory of 
constructive receipt.” Two members 
dissented from this finding. They be- 
lieved, on the rationale of Burnet V. 


126 Godson, 5 TCM 648 (1946); Reynard Corp., 37 BTA 552 (1934). 


127 Frueauff, 30 BTA 449 (1934). 


128 Gritmon vy. Comm’r, 4 TCM 552 (1945). 


129 See note 127, supra. 
130 30 BTA 451 (1934). 
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Wells,'! that the rental value must be 
treated as constructively paid to the 
corporation before it could be con- 
sidered as compensation for services 
rendered by the stockholder. 

In these cases, the failure of the 
courts to charge the corporation with 
rental income for the fair value of the 
occupied premises is the cause of the 
unsatisfactory results. In the Frueauff 
case, it would have been logical for the 
court to increase the income of the cor- 
poration by $10,000.00 and permit only 
a nominal allowance for services ren- 
dered by the stockholder. It is probable 
that the corporation may not have been 
a party to the action in the Frueauff 
case, but similar justification may not 
be found in the Reynard case where the 
Commissioner sought to pursue this 
logical course of action. In those cases 
where no services at all are rendered, 
the corporation is entitled to take de- 
preciation!s? and other expenses!** as 
a deduction in determining net income, 
while at the same time making a gift 
of the fair rental value of its property 
to the stockholders. It should not be 
presumed that corporate directors can 
give away as gratuities valuable rights 
to the use of corporate property.!** 


What Should Be Done 


In these stockholder-rent-free-tenant 
cases, the corporation should be charged 
for the fair rental value of the premises ; 
then a deduction should be allowed for 
the reasonable valué of the services 
rendered. The fair value of the services 
rendered should be included in the tax 

131 289 US 670 (1933). 
32 See note 128, supra. 
133 FE. V. Richards, Jr. v. Comm’'r, 111 


Comm’r, 71 F(2d) 688 (3d Cir. 1934). 


return of the stockkholder pursuant to 
the regulations for ordinary employees. 
If no services are rendered, no taxable 
income should be charged to the tenant 
unless a dividend has actually been de- 
clared or unless the intent to make a 
dividend may be implied. 


Personal Holding Companies 


Every tax adviser should constantly 
remember the ever present pitfall of the 
personal holding company.!3> Although 
the surtax on personal holding com- 
panies was first enacted in 1934 18° and 
was revised in its present form in 
1938,187 it is probably the most over- 
looked provision in the field of cor- 
porate taxation. 

A national reporter contains a listing 
of more than fifty cases in which cor- 
porations have failed to recognize their 
status as personal holding companies.'*8 
In the first six months of 1951, the Tax 
Court decided four cases in which the 
required tax return, Form 1120H, was 
not filed.1%° 

Congress found it necessary in 1950 
to excuse temporarily certain corpora- 
tions which had blundered into the per- 
sonal holding company classification.!4° 
In sponsoring this legislation, the Sen- 
ate Committee on Finance stated,!4! 
“The attention of your committee has 
been called to examples where, through 
a set of fortuitous circumstances, cor- 
porations unwittingly . have 
become personal holding companies 
and subject to the penalty tax.” 

The major reason for this unusual 
situation is disclosed by an examination 


F(2d) 376 (5th Cir. 1940); Hiilman v. 


134 Chandler v. Comm’r, 119 F(2d) 623 (3d Cir. 1940); Noel v. Parrott, 15 F (2d) 


669 (4th Cir. 1926). 
135 IRC §§ 500-511. 
136 Revenue Act of 1934, § 351. 


5 
137 Revenue Act of 1938, §§ 401-411. 


38 513 CCH Standard Fed. Tax Rep. { 1644. 
9 Greenfield, Personal Holding Company Status, 29 Taxes 795, October 1951. 
‘0 Revenue Act of 1950, § 223, amending IRC § 502(f). 


1 Sen. Rep. No. 2375, 81st Cong., 2d Sess. (1950) p. 65. 


195 ») 
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of the legislative history of these pro- sonal holding company, it may dis- 
visions.!42. The statute was enacted.to tribute the income to its stockholders 
assist existing rules which were “de- in the form of dividends and avoid the 
signed to discourage the formation or — surtax penalty.48 In the event a defi- 
use of a corporation for the purpose of — ciency in tax is determined with respect 
preventing the imposition of surtaxes to income subject to the personal hold- 
upon its shareholders through the de- ing company provisions, the corpora- 
vice of permitting its gains and profits tion may pay a dividend to offset the 
to accumulate instead of being dis- deficiency, providing the tax return, 
tributed’’.!4° Congress decided that Form 1120H, was properly filed.149 

greater pressure had to be exerted . 
against non-operating companies or so- Requirements . ; ‘ 
called “incorporated pocket books”.!4 Subject to certain | exceptions,!” 
However, in framing this new statute, Very corporation which meets the 
the Congress created such an inflexible — STOSS. income?! and the stock owner- 
definition that any corporation which ship!*? requirements is classified as a 
fell within the two tests of ownership personal holding company. 
and income became subject to the pen- Phe stock ownership requirement is 
alty surtax independently of the pur- satisfied if not more than five indived- 
pose of avoiding surtaxes upon. its uals own directly or indirectly!>’ more 


shareholders. 145 than 50% in value of the outstanding 
: stock of the corporation at some time 
Penalties during the last half of the taxable year. 
Failure to recognize liability for this If 80 per cent or more of the gross 


tax subjects a corporation to the con- income of the corporation consists of 
fiscatory rates of 75% on the first “personal holding company income”, 
$2,000.00 of undistributed income and — the income provision is fulfilled. Once 
85% on the amount in excess of a corporation has been classified as a 
$2,000.00.'#© It is also possible that the personal holding company, the qualify- 

@ : © fly ges: 
corporation may be subject to the im- ing percentage is reduced to 70% until 
position of the 25 per cent delinquency a taxable year when the stock owner- 
penalty for failure to file a return.!47 ship requirement is not satisfied or until 
If a corporation realizes it is a per- the expiration of three consecutive tax- 

142 Hearings on Revenue Revision, House Ways and Means Committee, 73d Cong., 
2d Sess. (Dec. 1933 and Jan. 1934); Hearings before the Joint Committee on Tax Evasion 
and Avoidance, 75th Cong., Ist Sess. (1937). 

143 Revenue Act of 1932, § 104. This section is comparable to IRC § 102. 

144 See H. R. Rep. No. 704 and Sen. Rep. No. 558, 73d Cong. 2d Sess. (1934) CB 
1939-1 (part 2), p. 562 and p. 598. One example cited by the committees was the case of 
an individual with $1,000,000 of taxable income from dividends and interest. He would 
have been subject to a tax of $571,000 if he had received all the income; however, he trans- 
ferred his stocks and bonds to a corporation which was subject to a tax of only $143,000, 
thereby saving $428,000 as long as he could prevent the distribution of dividends to himself. 

145 Noteman v. Welch, 108 F(2d) 206 (1st Cir. 1940); Smith Enterprise Co., 167 F (2d) 
356 (6th Cir. 1948), aff’g 6 TCM 594 (1947); 2 MontGoMEryY’s FEDERAL TAXES—Corpora- 
TIONS AND PartNersHIPs 1950-1, p. 239; Paul, Personal Holding Companies, 31st Annual 
Conference on Taxation (1938), National Tax Association, p. 407. 

146 TRC § 500; fer computation of tax, see IRC §§ 504 to 506, Reg 111 §§ 29.504-1 to 
29.506-12 and Form 1120H. 

147 TRC § 291. 

148 TRC § 504; Reg 111 § 29.504. 

149 TRC § 506. 

150 IRC § 501(b). Eight types of corporations are excluded, e.g., (1) Corporations 
exempt under IRC § 101, (2) A bank as defined in IRC § 104, (3) a life insurance co., 


(4) a surety co., etc. 
151 IRC § 501(a) (1); Reg 111 § 29.501-2. 
152 [IRC § 501(a) (2); Reg 111 § 29.501-3. 
153 IRC § 503; Reg 111 §§ 29.503(a)-1 to -7. 
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able years in each of which the personal 
holding company income is less than 70 
per cent.1° 

Section 502 of the Internal Revenue 
Code defines personal holding company 
income as that portion of the gross 
income which consists, among other 
types of income, of the following : 

“f) Amounts received as compensa- 
tion for use of corporation property by 
shareholders. 

“o) Rents, unless constituting 50 
per cent or more of gross income.” 

When the personal holding company 
provisions were first introduced into 
the tax statutes,!>> no reference was 
included to income now classified in 
Section 502(f). Our present regula- 
tions define this income as “....... 
compensation (however designated and 
from whomever received) for the use 
of, or the right to use, property of the 
corporation in any case in which, at any 
time during the taxable year, 25 per cent 
or more in value of the outstanding 
stock of the corporation is owned, di- 
rectly or indirectly, by or for an in- 
dividual entitled to the use of the prop- 
erty ..."156 This classification was the 
result of the public hearings of 1937.157 
At that time it was revealed that cor- 
porations were using these stockholder- 
corporation transactions as a device to 

154 IRC § 501(a) (1) 
155 Revenue Act of 1934, § 351. 
156 Reg 111, § 29.502-1(9). 


reduce their investment income , below 
the 80 per cent test by adjusting the 
amounts of compensation paid by the 
stockholders. Furthermore, taxpayers 
had incorporated their yachts, city resi- 
dences, or country homes and_ paid 
enough rent!°§ to exclude the corpora- 
tion from the personal holding com- 
pany classification.15? 

Thus, while it is apparent that Sec- 
tion 502(f) was directed primarily to- 
wards the so-called “incorporated 
pocket-books”, it has been applied to 
other types of situations.1°° The Senate 
Finance Committee recognized those 
situations where closely held corpora- 
tions have become personal holding 
companies by renting most of their as- 
sets for use in the operation of a busi- 
ness by individuals owning the stock of 
the corporation.'®! The Revenue Act of 
1950!°° provided relief by amending 
Section 502(f) so that rents received 
during the taxable years ending after 
December 31, 1945 and before January 
1, 1950 would be excluded from per- 
sonal holding company income, pro- 
vided the lessee used the property of 
the taxpayer “‘in the operation of a bona 
fide commercial, industrial, or mining 
enterprise”. Despite this temporary re- 
lief, it is likely that the future will find 


157 Hearings before the Joint Committee on Tax Evasion and Avoidance, 75th Cong.. 


Ist Sess. (1937). 


158 Rent was not classified as personal holding income at the time. See note 167 infra. 
159 H. R. Rep. No. 1546, 75th Cong., Ist Sess. (1937) (CB 1939-1 (part 2) (Committee 


hearings) p. 707). 


150 Operating business divided between corporation operating and/or owning real estate 
and stockholders operating business as individuals or partners: Hatfried, Inc. v. Comm’r, 





162 F(2d) 628 (3rd Cir. 1947), aff’g and rev’g (on penalty) 5 TCM 77 (1946) (Corporation 
constructed Miami, Fla., hotel and leased it to sole stockholder); Bro-Jeff Theatres, Inc. v. 
Comm'r, 4 TCM 1147 (1945), appeal dism. (nolle prosse) October 21, 1946 (Corporation 
purchased and constructed theatres; rented them to partners, each of whom owned more 
than 25 per cent of stock in corporation) ; Walnut St. Co. v. Glenn, 83 FSupp 945 (DC Ky 
1948) (Corporation purchased storehouse building and leased to partnership; partners owned 
dU per cent of stock). Where operating business divided between two corporations, although 
controlled by same stockholder, not held to be personal holding company income on the 
Yasis of the separate legal entities, Minnesota Mortuaries, Inc., 4 TC 280 (1944) (Separation 
6: real estate and funeral business) (Same stockholders), Plaza Realty Co., 2 TCM 801 
(Taxpayer corporation rented theatre to another corporation owned by same stock 
1lolders ) ry 

Sen. Rep. No. 2375, 81st Cong. 2d Sess. p. 65. 

62 § 223. 


y 
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more companies overlooking the conse- 
quences ot this section. 

As far as rental income is concerned, 
presently classified under Section 
502(g), it is interesting to note that 
the original draft by the Ways and 
Means Committee included all rents in 
personal holding company income.!6 
However, the Senate Finance Com- 
mittee excluded “rents” from the 80 
per cent definition and the law was so 
enacted.!°+ The committee of the Upper 
House explained that a great part of 
real estate business is done by small 
family corporations which are more in 
the nature of operating companies than 
mere holding companies.!® 

In 1937, Congress realized as the re- 
sult of the hearings before the Joint 
Committee!® that the entire exemption 
of rents permitted certain personal 
holding companies which were not bona 
fide operating companies to escape their 
proper classilication by simply having 
enough renta! income to constitute 21 
per cent of total gross income.!& 
Therefore the rules were amended so 
that rents which did not constitute 50 
per cent of the gross income of the 
corporation were to be classified as 
personal holding company income. 
“Rents” were to be defined in their 
broadest sense, including such items as 
charter fees, and was not to be limited 
to rentals for the use of real property ; 
however, compensation covered by sub- 
section (f) above was to be excluded.! 

The final amendment was made to 
this section in 1938.1® It added to the 
term “rents” interest on debts owed to 
the corporation, to the extent such 
debts represent the price for which real 
estate held primarily for sale to cus- 
tomers in the ordinary course of busi- 
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ness was sold or exchanged by the cor- 
poration. The Ways and Means Com- 
mittee!7° explained that “this change 
would help those bona fide real estate 
operating companies which might find 
themselves subject to the tax in years 
in which by reason of an inactive mar- 
ket for the sale of real estate, the 
greater part of their income is derived 
from interest on second mortgages of 
property previously sold by them and 
rent from property leased pending its 
sale and these rents do not constitute 
50 per cent of the gross income”. 
Where interest is received on a pur- 
chase money mortgage, it is not includ- 
ible within the above definition as rents, 
where the sales are so infrequent that 
the property is held for investment 
rather than primarily for sale to cus- 
tomers in the ordinary course of busi- 
ness,!71 


Every Closely Held Corporation 
Is a Potential Personal Holding 
Company 
The realization that every closely 

held corporation is a potential personal 

holding company should cause all tax 
advisers annually to consider carefully 
the questions pertaining to personal 
holding companies on the ordinary cor- 

poration income tax return, Form 1120. 

Minute changes in ownership or in- 

come may unexpectedly subject cor- 

porations to this surtax penalty. The 
observation by the Senate Committee 
of the nature of real estate in operat- 
ing through closely held corporations 
should be sufficient warning to all those 
engaged in assisting these taxpayers.!”” 

Court decisions indicate that experi- 
enced tax lawyers and accountants, as 
well as revenue agents, have overlooked 


163 H, R. Rep. No. 704, 73d Cong. 2d Sess. (1934) (CB 1939-1 (part 2) p. 563). 


1 
16 


( 
Revenue Act of 1934, § 351. 


165 Sen. Rep. No. 558, 73d Cong. 2d Sess. (1934) (CB 1939-1 (part 2) p. 596). 


166 See note 157 supra. 


167 H. R. Rep. No. 1546, 75th Cong. Ist Sess. (1937) (CB 1939-1 (part 2) p. 708). 


168 [hid. 


169 Revenue Act of 1938, § 403(g¢) (now IRC § 502(g)). 
170 H. R? Rep. No. 1860, 75th Cong., 3d Sess. (1938) (CB 1939-1 (part 2) p. 765) 


17 


See note 165 supra. 





Smith Enterprise Co. vy. Comm’r, 167 F(2d) 356 (6th Cir. 1948). 
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the applicability of these provisions on 
many occasions.!73 While it is true that 
the 25 per cent delinquency penalty is 
usually not imposed on a corporation, 
where its failure to file a personal hold- 
ing company return could be traced to 
a qualified tax adviser in full possession 
of the pertinent facts,!”4 remembering 
the provisions of these sections of the 
law will avoid the necessity of confes- 
sion.!7> 


Involuntary Conversions 


Although the Treasury Department 
has permitted the principle of non- 
recognition of gains on involuntary 
conversions since 1918,!76 and Con- 
gress since 1921,!”7”7 the tax conse- 
quences of this section!’8 of the Internal 
Revenue Code have recently assumed a 
great degree of significance. Public and 
quasi-public agencies have been taking 
over substantial amounts of property in 
connection with highway construction!”? 
and Federal government defense proj- 
ects.!“° Furthermore, on October 31, 
1951 the President signed a new law!8! 
which amended Section 112(f) and ex 
tended the benefits of non-recognition of 
gain to taxpayers!®? by liberalizing ex- 
isting requirements. !83 

Prior to the recent changes in the law, 


the following general principles gov- 


173 See note 138 supra. 
14+ Hatfried v. Comm’r, 162 F(2d) 628 


erned the postponement of tax due to 
gain on involuntary conversions :!4 

(a) If property—as a result of its 
complete or partial destruction, theft, 
seizure, or condemnation—was invol- 
untarily converted into property similar 
or related in service or use to the prop- 
erty converted, no gain would be recog- 
nized. 

(b) If under the same circum- 
stances, the property was converted 
into money, again no gain would be 
recognized, provided the funds ob- 
tained were forthwith expended for the 
replacement of “similar” property,!*° 
or held in a replacement fund pursuant 
to the regulations.!®° If all of the pro- 
ceeds of the conversion could not be 
traced to the purchase of “similar” 
property, the gain, if any, would be 
recognized to the extent of the unex- 
pended funds.187 

The new statute!8% divides Section 
112(f) of the Internal Revenue Code 
into three paragraphs: 


““ 


1. The first division!®? of this section 
refers to conversions into similar prop- 
erty and is identical with paragraph (a) 
referred to above. 

2. The next paragraph!*° covers 
conversions into money where the dis- 
position (defined as destruction, theft, 
seizure, requisition or condemnation of 


(3d Cir. 1947); Girard Investment Co. v. 


Comm’r, 122 F(2d) 843 (3rd Cir. 1941); Haywood Lumber & Mining Co. v. Comm’r, 178 
F(2d) 769 (2d Cir. 1950). Contra: Fides v. Comm’r, 137 F(2d) 731 (4th Cir. 1943). 


173 


See note 139 supra. 


176 Reg 33 (Rev.), Article 94 as amended by TD 2706, 20 Treas. Dec. 348 (1918). 


78 IRC § 112(f). 


tary Conversions, 29 Taxes 529 (July 1951). 


177 Revenue Act of 1921, § 214(a) (12) individuals, and § 234(a) (14) corporations. 


179 Wikel, Profit Without Taxation, 28 Taxes 1080 (November 1950) ; Lipton, Jnvolun- 


180 Report of House Committee on Ways and Means on H.R. 3590, 82d Congress, 


October 1951, 
181 Public Law 251, 82d Congress. 
182 IRC § 112(f) (3). 
183 Reg 111 § 29.112(f)-1 and -2. 
184 hid. 


185 Replacement could also be effected by acquiring control of a corporation (80 pet 


cent ownership of stock) owning such property. 


186 Reg 111 § 29.112(f)-2. 
187 Td at -l. 

188 See note 181 supra. 
189 IRC § 112(f) (1). 

190 Td at (2). 
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the converted property, or the sale or 
exchange of such property under threat 
or imminence of requisition or con- 
demnation) occurred prior to January 
1, 1951, regardless of when the pro- 
ceeds are received. In this instance, the 
existing rules summarized in (b) above 
remain unchanged. 

The literal interpretations of the law 
by the Treasury Department in its 
regulations,!®! which were approved by 
the Courts,'’’ necessitated the recent 
revision in order to prevent otherwise 
qualified taxpayers from being deprived 
of its benefits. 

This section was originally designed 
to prevent an inequitable incidence of 
taxation.!’’ Since its provisions furnish 
relief,'°* they should be liberally con- 
strued to effectuate their purpose of 
postponing the taxation of gain from in- 
voluntary conversion.!%5 

The rule of liberal construction was 
seldom applied to the “tracing”!°° pro- 
vision of the regulations, so that where 
the taxpayer purchased replacement 
property prior to the receipt of the 
award, it did not qualify for relief be- 
cause none of the proceeds were avail- 
able to pay for the replacement.!97 

Similarly, relief was denied or limited 
where the award was used, although for 
a temporary period, to discharge an 


indebtedness on the converted prop- 
erty.!°8 Although the cost or replace- 
ment equaled the amount of the pro- 
ceeds to the extent that the funds were 
used to discharge a lien, gain was 
recognized; provided, of course, the 
proceeds exceeded the basis of the con- 
verted property.!?? 

3. The last paragraph of the revised 
Section 112(f) eliminates the “trac- 
ing” requirement and its consequences 
mentioned above.?°° This new rule ap- 
plies where the property is involun- 
tarily converted into money or into 
property not similar or related in use or 
service to the converted property and 
the disposition occurred after Decem- 
ber 31, 1950. 


Requirements of New Statute 


Subject to the following limitation, 
in order to effect non-recognition of 
the gain, the taxpayer need only pur- 
chase “similar” property or control of 
a corporation owning such property : 

a) The replacement must be pur- 
chased within the period of time be- 
ginning with the date of disposition of 
the converted property or the date of 
the beginning of the threat or im- 
minence of condemnation, whichever is 
the earlier, and ending one year after 


191 Reg 111 § 29.112(f)-1 “The taxpayer must trace the proceeds of the award into 


the payments for the property so purchased. 


It is not necessary that the proceeds be ear- 


marked, but the taxpayer must be able to prove that the same were actually reinvested 
‘lf, in a condemnation proceeding, the Government retains out of the award sufficient funds 


to satisfy liens... 


and mortgages against the property and itself pays the same, the amount 


so retained shall not be deducted from the gross award in determining the net award.” 
192 See cases cited infra notes 196 to 198 inclusive. 
193 Washington Market Co., 25 BTA 576, 584 (1932). 
194 International Boiler Works Co., 3 BTA 283, 291 (1926). 
195 Davis Regulator Co., 36 BTA 437, 442 (1937); Paul Haberland, 25 BTA 1370, 
1378 (1932); August Buckhardt, 32 BTA 1272, 1277 (1935). 


196 See note 191 supra. Frischkorn Development Co., 30 BTA 8 (1934), 


F(2d) 1009 (6th Cir. 1937). 


197 Anticipatory Replacement Cases: Louis Bandes vy. Commissioner, 69 F (2d) 


aff'd 88 


812 


(2d Cir. 1934) aff’e 28 BTA 99 (1933), cert. den. 293 US 568 (1934); Vim Securities 
Corp., 130 F(2d) 106 (2d Cir. 1942), aff'g 43 BTA 759 (1941), cert. den. 317 US 686 
(1942); Twinboro Corp. v. Commissioner, 149 F(2d) 574 (2d Cir. 1945), aff’g TC memo 
op. 1943. Contra: Washington Railway & Electric Co., 40 BTA 1249 (1940), A 1940-1 
CB 5, but see I. T. 3827 (1946-2 CB 57) limiting acquiescence to facts involved. Wilmore 
Steamship Co., Inc. v. Commissioner, 78 F(2d) 667 (2d Cir. 1935), rev’g 30 BTA 860. 

198 Kennebec Box and Lumber Co., Inc. v. Comm’r, 168 F(2d) 646 (1st Cir. 1948), 
aff'g 6 TCM 544 (1947); Ovider Realty Co., 10 TCM 433 (1951). 


199 Thid. 
200 See notes 196 through 198 supra. 
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the close of the first taxable year in 
which any part of the gain upon the 
conversion is realized or at the close of 
such later date as the Secretary may 
designate upon the application of the 
taxpayer.?0! 

It is likely that pursuant to this pro- 
vision a replacement fund may be au- 
thorized by the Secretary, conditioned 
upon the posting of a bond by the tax- 
payer for payment of the proper tax in 
the event the replacement is never made 
or is made at a cost lower than the 
amount realized upon the conver- 
sion.” 

This proviso eliminates the require- 
ment for replacement “forthwith” 
which had plagued the Commissioner 
and the courts.2°% If a replacement 
fund was not established, it was neces- 
sary for the replacement to be made 
forthwith.-"* Instead of an actual time 
limit similar to that established under 
the new amendment, the taxpayer had 
to prove that he acted as quickly as 
possible under the circumstances.?"5 


If Replacement Uncertain 

Where it is uncertain when replace- 
ment can be made, it is advisable, for 
dispositions occurring prior to 1951, to 
request permission to establish a_re- 

IRC § 112(f) (3) (B) 

“02 Report of House Ways and Means 

October, 1951. 
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placement fund as soon as_ possible, 
pursuant to the requirements of the 


regulations.2°° The funds received 
should be carefully identified (prefer- 
ably segregated in a separate cash ac- 
count or in marketable securities) be- 
cause the “tracing” rules apply, al- 
though this is not necessary if they are 
not used for any other purpose but re- 
placement or provisional investment. 
It is advisable that book entries be made 
to indicate the status of the fund.?°7 

b) If the replacement property was 
acquired prior to the disposition of the 
converted property, it must be held by 
the taxpayer on the date of disposition 
to be considered as a replacement.?"° 

c) The property shall be considered 
as having been purchased as a replace- 
ment only if its unadjusted basis would 
be its cost to the taxpayer,?°? except for 
the “basis” provisions relating to in- 
voluntary conversion.?!? This pro- 
vision’!! excludes property received by 
gift, inheritance, tax-free exchanges, 
ety. 412 
Benefits Are Elective 

The benefits of Section 112(f) (3) 
are elective and the Secretary will pre- 
scribe in his regulations the time and 
the manner in which the taxpayer may 


Committee on H. R. 3590, 82d Congress, 


203 Lipton, Involuntary Conversions, 29 Taxes 529 (July 1951). See cases cited infra, 


note 205. 


204 This test is still applicable to disposition occurring prior to January 1, 1951. 

205 Acceptable as “forthwith”: Buckhardt, 32 BTA 1272 (1935) (proceeds received 
March 1931—Replacement made July 1933; taxpayer sought farms with suitable soil con- 
tinually during period and replacement made as soon as possible); Herder v. Helvering. 
106 F(2d) 153 (CA of DC 1939), cert. den. 308 US 617 (1939), (funds received March 
1934—reinvested May 1935; taxpayer made continual efforts to find replacement) ; Haber- 
land, 25 BTA 1370 (1932), (proceeds received October 1921—replacement completed Janu- 
ary 1923, under the circumstances of building a new organization, the replacement was 
completed as rapidly as possible). Unacceptable as “forthwith”: Caldbeck, 36 BTA 452 
(1937), (proceeds realized in 1932—replacement in 1936, delay due to poor business con- 
ditions) ; Chickasha Cotton Oil Co., 18 BTA 1144 (1930), (unexplained delay of 16 months 


too long). 
206 Reg 111 § 29.112(f)-2. 


207 Brown, The Replacement Fund in Involuntary Conversions, 29 Taxes 137 (Febru- 


ary 1951). 


208 IRC § 112(f) (3) (A) (i). 
“09 IRC § 113(a). 

“10 [IRC § 113(a) (9). 

211 IRC § 112(f) (3) (A) (ii). 


712 See note 180, supra. 
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exercise such election.?!5 If the tax- 
payer decides to request the benefits of 
this section, the gain shall be recognized 
only to the extent that the amount 
realized on the conversion exceeds the 
cost of the replacement property, 
whether the amount received is realized 


in one or more taxable years.*!4 

It is important to realize that the 
rules existing prior to the recent 
changes may be effective for many 
years, since awards for property in- 
voluntarily converted prior to 1951 may 
he received indefinitely in the future. 
Furthermore, the new law retains the 
provisions requiring that replacement 


213 IRC § 112(f) (3) (A). 
214 Tbid. 


215 § 112(f) (1) (2) and (3) as amended. 
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property be “similar or related in service 
or use to the property converted” .2!5 
The replacement need not be an exact 
duplication of the converted property.?!6 

This entire subject is of great interest 
to real estate operators and the forth- 
coming regulations should be carefully 
examined by affected taxpayers with a 
view to postponement of tax on gains 
due to inflated values during a period 
of very high tax rates. Although the 
rules have been clarified for those con- 
versions occurring after 1950, care must 
be taken to conform to all the require- 
ments of the statute. 


216 “Similar” property: Cotton Concentration Co., 4 BTA 121 (1926), (converted 
property: two buildings; replacement: one building, same area, same use); Davis Regulator 
Co., 36 BTA 437 (1937), (converted property: leased factory; replacement: purchased 
factory, both interests in real estate); House Ways & Means Committee Report, see note 
180, supra. (Converted property: farm land used for growing crops; replacement: farm 


land for growing fruit or raising livestock.) 


Not “similar” property: Reg 111 § 29.112(f)-1. 


Converted property 
1. Unimproved realty 


2. Real property 


3. Requisitioned tug 


Replacement 
1. Improved realty 
2. Reduction of indebtedness of prior acquired 
realty 


3. Barges 


Winter Realty & Construction Co. v. Comm’r, 149 F(2d) 567 (2nd Cir. 1945), cert. den. 
326 US 754 (1945). (Converted property: condemned realty; replacement: mortgages on 


realty.) 
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An Illustration of the Use of Statistical 


Probabilities in Auditing 


By Lester Acetorr, C.P.A. 


This paper illustrates the use of statistical techniques in a typical 

auditing problem-situation. The author states that, as a result, the 

chance of undectected error is materially lessened while, at the same 
time, a reduction in auditing costs ts effected. 


In many cases, the use of statistical 
techniques to evaluate the efficiency of 
test-checks in auditing is purely a mat- 
ter of application of a few simple prin- 
ciples, and the mathematics involved is 
no more difficult than elementary alge- 
bra. All other more complicated calcu- 
lations can usually be circumvented by 
the use of published tables. In the fol- 
lowing illustration, only these elemen- 
tary concepts are employed : 

1) Let P = the probability of the 
occurrence of an event, expressed as 
a decimal. 


Then (1 — P) = the probability of 
the event not occurring. 
Since P + (1 — P) = 1, the prob- 


ability of an event occurring, plus the 
probability of the event not occurring, 
when added together, must equal unity. 





Lester AGELOFF, C.P.A. was em- 
ployed for several years in public 
accounting in New York City, and 
is at the present time with G., H. and 
E. Freydberg, Inc., in the capacity 
of Assistant Comptroller. 

He received his B.B.A. in Ac- 
countancy and his M.B.A. in Statis- 
tics from The City College of New 
York. At the present time he is a 
doctoral candidate at the Graduate 
School of Business Administration 
at New York University, preparing 
a dissertation on the applications of 
statistics in auditing. 

_ He is a member of Beta Gamma 
sigma and the American Statistical 
Association. 
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2) The probability of the occurrence 
of an event which may happen in two 
or more alternative ways is the sum of 
the probabilities of the various alter- 
natives. 

3) The probability of the simultan- 
eous occurrence of two or more inde- 
pendant events is the product of their 
respective probabilities. 

The reader will no doubt recall these 
rules of probabilities from his college 
algebra days. We will also use the con- 
cept of the Poisson distribution to ex- 
plain certain low-probability character- 
istics of the data, but the use of this 
formula should present no difficulty to 
the auditor, since it is available for use 
in published tables. 

We shall study the problem of deter- 
mining the efficiency of test-checking 
the addition of columnar journals. The 
method outlined is perfectly general, 
and may be used in test-checking any 
page, no matter how many lines or col- 
umns it may have. Let us assume that 
we are checking a voucher register for 
correctness of addition. Let us further 
assume that this material had been au- 
dited the previous year, and from last 
year’s worksheets we have gotten the 
information that there were 20 errors 
in footing discovered among 4,009 col- 
umns checked, so that the average er- 
ror was .005, or one-half of one percent. 
Similarly, last year the errors in exten- 
sions were .001 of the total audited. 
How much can we rely on test-check- 
ing this year? 


The solution to this problem is as 
follows : 
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Let N; = the number of lines or en- 
tries on the page. 


N,. = the number of columns on 
the page. 

P; = the probability of an error 
in the extension of an 


item, based upon previous 
experience (refers to 
mathematical correctness 
only, not to correctness in 
the sense of putting the 
item in the proper col- 
umn). 

P.. = the probability of an error 
in the addition of a col- 
umn, based on past ex- 
perience. 

Then the expectation of error on any 
particular page (referring only to the 
types of errors discussed above) can 
be expressed as :! 

E(E) = NiPi + N-Pe 
( Total expectation of error equals 
the number of lines times the prob- 
ability that one line is incorrect, 
plus the number of columns times 
the probability that one column is 
incorrect. ) 

To cite a numerical example: sup- 
pose that the voucher register we have 
mentioned has twenty columns, and 
there are fifty lines to a page. Then, in 
mathematical symbols : 


Then the total expectation of error 
on an unaudited page will be: 


E(E) = (50 x .001)-++-(20 X .005) 
== ail 


mn 


Every column that is audited will re- 
duce the total expectation of error by 
.005, and every line that is audited wiil 
reduce the total expectation of error by 
.001, since the values of N; and N, Te- 
fer to the amounts of unaudited items. 

Suppose that the columnar totals are 
footed across and the page is found to 
be in balance. Then, the only errors pos- 
sible would be compensating errors. 
The occurrence of compensating errors 
depends on the probability of more than 
one error occurring on a page. Let us 
examine the number of ways that more 
than one error can occur on a page: 


There can be two or more foot- 
ing errors, while the extensions 
are correct ; 


(a 


There can be two or more errors 
in extension, while the footings 
are correct ; 


(b) 


rs 
a 


There can be any combination 
of footing and extending errors 
occurring simultaneously. 


The possible combinations of errors - 
are represented in the following table, 
with the lettered cells corresponding to 





Ni = 90 P; = .001 the three classifications mentioned 
Nx = 20 P= 2005 above: 
Number of footing errors a 
0 Penn aoe 
0 | (a) 
Number of no errors | twaor more errors _ 
errors in 1 (c) 2 ~(c) 


extension one error 


2 (b) 


| one error 


two errors three or more errors 
(c) | (c) 








two or more errors three or more errors | four or more errors _ 


1 Expectation is a mathematical concept which, in laymen’s terms, can best be described 
as “weighted probability.” The distinction between the two concepts is this: as the number 
of items increases, the probability of error remains the same, but the expected number ot 
errors increases. Or in other words. as the number of items increases, we will not get a 
larger proportion of errors (probability), but we will get a larger number of errors (expec- 
tation). The probability of an errer will never exceed unity, while the expected number ot 


errors may often be more than one. 


The technical nature of this distinction can be seen in the illustrative case given above: 
it is correct to say that we may expect 15/100 of an error per page, rather than to say that 
the probability of error is 15/100. The result is the same, since there will tend to be 15 
errors for each 100 pages, no matter which concept be used. 
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Of the nine possible combinations, 
six will result in the occurrence of two 
or more errors on a page. In order to 
find the expectation of compensating 
error, we must find the probability of 
these six combinations. The probability 
of occurrence of any combination is the 


-m x . “qe - . - 
P(x) =€ ™, where P(x) is the probability of getting x number of errors, 


x! 
C= 27 lo. 


m= NP 


x ! = factorial x, or 
x(x-1)(x-2)...(3)(2)(1). 


This function can be calculated, or 
published tables of the Poisson distri- 
bution may be referred to, giving P (x) 
for various values of NP. Actually, we 
are only concerned with the first two 
terms of the series, which represent 
P(O) and P (1), the probabilities of 
none, and one, error occurring. From 
these, the probability of two or more 
errors can be calculated. 


In the Poisson series, 
P(0) — en 
and P(1) =e™(m) 


The values of e™ are also available 
in published tables which are more ex- 
tensive than the published Poisson 
tables. 

Since the page is in balance, the prob- 
ability of compensating error coincides 
with the probability of the combinations 
of two or more errors. 

Referring to the diagram, the prob- 
ability of compensating error may be 
expressed as the sum of the following 
probabilities : 

(a) Probability of two or more er- 
rors in footing at the same time that 


Pas = 


Pc _— 


1—( P.. + P}.) pans 
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An Illustration of the Use of Statistical Probabilities in Auditing 


.9048374 = Probability of no errors in footing on a page 
.0904837 = Probability of exactly one error in footing on 
a page 
.0046789 = Probability of getting more than one error in 
footing on a page 
1.0000000 = Total of the above probabilities. 
* Several alternate formulas are possible. For example, P(Ec) —=1—[(Poc Pol) + 


(Poc Pll) + (Plc Pol)] would be easier to compute than the formula given above, which 
is employed because it better illustrates the basic theory. 






















































product of the probabilities of its two 
components. 

The probability of none, one, or two 
errors of footing or extension occurring 
on a page can be closely approximated 
by using the Poisson distribution, 


there are no errors in extension, or: 
[1 ape Boa a Ey )] [Po] 

Plus (b) Probability of two or more 
errors in extensions at the same time 
that there are no footing errors, or: 

[1 oe (Poa = Pu)] [P..] 

Plus (c) Probability of one or more 
errors in each occurring at the same 
time, or: 

[1 — Poet [1 — Paul 

The total probability of compensat- 

ing error is, therefore: 
re E.) = [1 —( Poa + righ} 
[Pa] + [1 — (Pa + Pu)] 
Pal a [1 — Peel [1 a Pat 

Using the numerical data given, the 
solution of this equation requires the 
probabilities of zero and one error in 
footing and extending. 

In footing, Ne = 20, and P, = .005; 

then, m = NP = (20) (.005) = .1 

From a table of the Poisson distri- 

bution, 
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In extensions, N,; = 50,and P; = .001; 
then, m = NP = (50)(.001) = .05. 


-m 


Using a table of e 


Boi -m __ _-.05 
ol — © —e 


= .9512 = probability of no error in extension on a page 


Py, = (e")(m) = (.9512) (.05) = .04756 = probability of one error in 


extension per page 


1—(P. + Pi) = .00124 = the probability of two or more errors in extension 
per page. 


The total probabilities equal unity in 
this case also, as they must, since .00124 
is arrived at by subtracting the sum of 


P(E.) = (.0046789) ( 
= (.00445) + 


the first two terms from one. 
Thus, the probability of a compensa- 
ting error is found to be: 


(.9512) + (.00124) (.9048374) + (.0951626) (.0488) 
(.00112) + (.00464) 


= .01021, or approximately 1%. 


As was true in the case of the total 
error, the chance of occurrence of an 
undetected compensating error can be 
reduced by a partial audit of a number 
of columns or lines. This reduces the 
value of m, on which the Poisson dis- 
tribution is based, by reducing the 
value of N in the expression NP=m. 

It should be noted that the method 
outlined above can only be used to 
analyze the occurrence of chance errors ; 
naturally, if the totals were “forced” by 
the bookkeeper, the use of a sampling 
method will only lull the auditor into 
a false sense of security. Therefore, it 
would be salutary for the auditor to 
check the footings of a few columns on 
each page, as ‘well as to determine 
whether or not the page is in balance. 
Any systematic “forcing” of totals 
would tend to be uncovered by this ad- 
ditional check. Indeed, the limitations 
of this method are the same for all 
sampling methods; the existence of a 
good system of internal control is a pre- 
requisite, so that the incentive for com- 
mitting intentional errors is minimized. 
If previous experience has shown a 
suspiciously large amount of offsetting 
errors, indicating the possibility of 
forced totals, or if the test-footings on 


ach page uncover the same situation, 
this method should be abandoned in 
favor of a 100% audit.” 

In any event, if the test-check is 
used, the columns selected for audit 
should include those representing bal- 
ance-sheet items (such as the accounts 
payable column in the voucher register, 
and the cash and receivables columns in 
the cash receipts book), since fraudu- 
lent errors are most likely to occur in 
those particular columns. Control ac- 
count columns will provide the addi- 
tional safeguards afforded by the in- 
dependent periodic proof of subsidiary 
ledger balances against the controlling 
account. 

If the conditions of internal control 
are such that the use of a sampling 
method is not unwarranted, the in- 
crease in precision arising from the use 
of the proposed method instead of the 
traditional method of sampling would 
recommend the use of the proposed 
method as the safer and more economi- 
cal of the two. In the proposed method, 
namely, checking to see that every page 
is in balance, and test-footing the bal- 
ance sheet or control columns only, the 
average risk of error is only the prob- 
ability of compensating error (in the 


There are statistical tests available which can aid the auditor in deciding whether 
or not the occurrence of a specified number of offsetting errors could have been a chance 


occurrence, 
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See technical note at the end of this paper. 
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numerical case cited, 1%). In the tra- 
ditional method, namely completely au- 
diting the records for a number of 
selected months, the probability of un- 
detected error in the audited months is 
nil, but the expectation of error on an 
unaudited page was found to be (in the 
case cited) .15. Since in the one case we 
are dealing with a probability, and in 
the other case, with an expectation, the 
two cannot be compared until both are 
stated in the same terms. We will do 
so by comparing the total expected 
number of undetected errors under both 
methods of auditing. 


Description 


Audited completely 750 
Unaudited 2250 
Total 3000 


Now suppose that the proposed 
method of test-checking were used ; the 


Number of 
Description Pages 


Test-checked 3000 


With the particular numerical data 
given, the use of the proposed method 
would effect a reduction in the expected 
number of undetected errors from 337 


Footings 
Checked 
per Page 


20 l 


Method of Number of 


Auditing Pages Checked 
Traditional 750 
Proposed 3000 


Net Saving 
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Number of Pages 








For the purpose of this numerical 
example, we must make two further as- 
sumptions: 


(a) the record being audited con- 
sists of 3,000 pages ; 


(b) three months would be selected 
for a complete audit under the 
traditional method, consisting of 
¥ the total number of pages, or 
750 pages. 


Suppose that the traditional method of 
auditing were used; the results could 
be expressed as follows: 


Expectation of Undetected Error 


Per page Total 

none -0- 
15 337.5 
337.5 


results would be as follows: 


Expected Number 
Undetected Error of Undetected 
per Page Errors 


01021 30.63 


Probability of 


to 31, for a decrease of 91%. This will 
be accomplished with a saving in the 
amount of labor required, as follows: 


Total Number of 
Calculations 
to be Performed 

15,750 
1 1 6,000 
9,750 (62% ) 


Extensions 
Checked 
per Page* 


(* under either method, crossfooting of totals would be the only extensions checked) 


It should be noted that the number of 
undetected errors when the proposed 
method is used will be slightly smaller 
than that shown above, since one 
column on each page is to be footed, but 
the original calculations of undetected 
error presupposed no footings. 


Conclusions 


A departure from the traditional 
methods of auditing basic data is sug- 
gested, based on the calculation of prob- 
abilities as outlined in this study. The 
chance of undetected error would be 


1952 


lessened materially, with a reduction of 
auditing costs at the same time. 

While the illustrative computations 
in this article presuppose a knowledge 
of the amount of errors in the material, 
based on past audits, such information 
is not a prerequisite for using the 
method outlined. The information is 
needed for the calculation of the extent 
of decrease in probable error which is 
gained by using the proposed method, 
but even if this calculation be not made, 
the proposed method can be used with 
the assurance that it increases protec- 
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tion in all cases. The only condition for 
the use of the proposed method is the 
necessary condition for any sampling 
method to be used: that enough be 
known about the conditions of internal 
control so that the risk of fraudulent 
error is at a minimum. 

It should also be noted that the actual 
risk of a compensating error will in 
most cases be less than that calculated. 
What we are calculating is the ma.i- 
mum chance of offsetting error, this 
being the probability of two or more 
errors occurring on a page. However, 
only a part of all the sets of two or more 
errors on one page will be mutually off- 
setting, so that the page will remain in 
balance. The rest of the cases of multi- 
ple error will be detected when the page 
is tested for balance. But, since we have 
considered all possible combinations of 
more than one error as a risk of com- 
pensating error, we have overstated the 
chances of being wrong. Thus the pro- 
posed method gives even better assur- 
ance than is indicated by the calcula- 
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tions. What the calculations show is the 
worst possible percent of incorrect 
pages that could be expected to occur, 
if the incidence of errors is due to 
chance. 
* * * 

Technical Note: A Statistical Test 
for the Determination of the 
Probability of Occurrence of an 
Observed Deviation from a Theo- 
retically-Determined Value 


In order to help the accountant de- 
cide whether or not an observed per- 
cent of compensating errors is suspi- 
ciously large, the following § statistical 
test may be used: 

In the numerical example cited above, 
P(Ec), or the maximum probability of 
a compensating error, was found to be 
01021. Suppose 200 pages were au- 
dited, and 4 errors of the offsetting type 
were discovered, for an average of 
4/200, or .02. Could this have been due 
to chance, or is there evidence of 
“forced” totals ? 


P—p, where: P = expected percent 
We use the test, t = ——— 
S,, p = observed percent 
and s,, ei ~ PX (100-P) 
n 
n— number of observations 
(pages audited ) 
; 2— 1.021 .979 
aed: Pe — 2 5 IO 
In this case, t 9800 9800 : 


This number, .99, is then compared 
with a published table of Fisher’s t-test 
(Example: page 875 of Croxton and 
Cowden, Applied General Statistics). 


This table gives the probability of get- 
ting various values of t, representing 
deviations from expected values, at dif- 
ferent numbers of observations. 


From 





this table we find that the probability of 
getting a value of .99 for 200 observa- 
tions is approximately .3. Thus, in 
three out of ten cases, such a deviation 
will occur as a result of chance. In such 
a case, the auditor is apt to be sceptical, 
but not convinced one way or the other, 
and will probably resort to more testing. 
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TERMS OF THE POISSON DISTRIBUTION AT PROBABILITIES 
LIKELY TO BE ENCOUNTERED IN AUDITING 


\verage 
yrobability 
ot error 
m 


001 
005 
Ol 
02 
03 
04 
05 
.06 
07 
08 
.O9 


NO in B & by 


ere 


Intermediate values may be obtained by linear interpolation, or by usin 


Proportion 


ot pages 


containing 


no error 
> —e-Mm 
P= 


99000 
.99502 
99005 
.98022 
.97044 
.96079 
95124 
94177 
93239 
92313 
91392 
.90484 
81875 
74082 
.67032 
.60653 
54884 
49658 
44933 
40657 
36788 


the relationship: log (e 


logarithm table. 


n 


1s 
i 


Proportion 
of pages 
containing 
exactly 
one error 
P=me™ 


.00099900 
.00497510 
0099005 
.0196044 
0291132 
.0384316 
0475620 
.0565062 
0652673 
0738504 
0822528 
.090484 
.163750 


.268128 
303255 
329304 
.347606 
359464 
365913 
.36788 


Proportion 
of pages 
containing 
one or 
more errors 
1- FP, 


.00010 
.00498 
00995 
01978 
02956 
.03921 
04876 
05823 
0676 i 
.07687 
.O8608 
.09516 
18125 
25918 
32968 
39347 
45116 
50342 
55067 
59343 
63212 


Proportion 
of pages 
containing 
two or 
more errors 
i [P, a P, 


.0000001 
.0000049 
0000495 
.0001756 
.0004468 
.0007784 
.0011980 
0017238 
0023427 
.0030196 
0038272 
.004676 
017500 
036934 
.061552 
.090215 
121856 
.155814 
.191206 
.227517 
.26424 


Cr 
> 


(-m) (log e), where log 1 e = 0.434294482. 


The values in the above table are correct within the limitations of a seven-place 





Charles Ezra Sprague — Public Accountant 


By Tue CoMMITTEE ON History 


This article points up three important but less widely known aspects 
of the later career of this early leader of our profession: (1) his 
relationship to the earliest effort to provide specialized formal 
education for the public practice of accounting; (2) his preparation 
of the first CPA law; and (3) his service upon the first 
State Board of CPA Examiners. 


J eke 67-page biography of Colonel 
Sprague by Helen Scott Mann, 
which New York University published 
in 1931, is very interesting and in some 
respects quite satisfactory. The author 
told of his parentage and boyhood; of 
his four years at Union College where 
he was graduated (A.B.) in 1860 when 
he was 18 years of age, receiving an 
A.M. in 1862 and his Ph.D. in 1896, 
and becoming a Life Trustee in 1906; 
of his enlistment in the Union Army in 
May, 1862, being wounded at Gettys- 
burg, and discharged a Colonel in 
March, 1864. The story continues, 
after his wound had healed sufficiently, 
with his teaching in the military acad- 
emies in Yonkers, Peekskill and 
Poughkeepsie. His biographer recited 
incidents of his marriage and family 
life, their travel, his interest in the 
artificial languages, Volapuk and Es- 
peranto, and his love of music particu- 
larly that of Sousa’s and other bands. 
Though necessarily brief, this recital 
seems to be complete as to these phases 
of his life, except that it does not men- 
tion his “teaching in what:is now Green- 
wich Union Academy, remaining there 
a year and a half” which Colonel 
Sprague included in a sketch for a 
Union College publication in 1907. 
And of less importance, it did not men- 
tion his adoption of simplified spelling 





This is the eighth in a series of 
articles on the History of Account- 
ing in the State of New York. It 
was prepared by the Society’s Com- 
mittee on History. 
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of which he was an advocate and which 
he used in some of his writings. 

The biographer very properly told 
of his 41 years in the Union Dime Sav- 
ings Bank, and gave more space to his 
service in the School of Commerce, 
Accounts and Finance of New York 
University, and to his authorship, but 
told only incidentally and largely by 
quotation, of his participation in ac- 
countancy as a profession. 

Without minimizing in any degree 
the importance of his activities in the 
fields covered in the Mann biography 
it seems that his experience in book- 
keeping and accounting was a major 
factor in preparing him for the more 
spectacular services he rendered during 
his last ten or fifteen years. 

In the chapter on his authorship the 
biography stated: 

“In addition to writing articles for busi- 
ness magazines, such as Business and The 
Office, he took an active part in the publi- 
cation of two, acting as associate editor of 
The Bookkeeper and The Journal of 
Accountancy.” (Chapter 5, page 57) 

While no confirmation has been found 
of such association with the Journal, 
he was connected with The Bookkeeper 
and the story of that relation intro- 
duces the reader to his activities in 
accountancy. 

The publication of The Bookkeeper 
was begun July 20, 1880, and in its 
issue of August 31, 1880, page 64, it 
said of itself: 

“The First and only Publication of its 

character in the world.” 


As published for the groups he ad- 
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dressed that was true. The Account- 
ant, London, was first published in 
October, 1874, but it was addressed 
to public accountants. 

To the first issue of The Bookkeeper 
Sprague contributed the first of four 
installments on the “Algebra of Ac- 
counts,’ and in the fourth issue, 
August 31, he began a series on “Bank 
Bookkeeping” which he carried through 
25 installments to December 31, 1881. 
Before that series was completed, the 
editor, Selden R. Hopkins, announced 
in the issue of August 2, 1881, that 
Charles E. Sprague 
“will henceforth share the duties and re- 
sponsibilities of the editorial department 
of The Bookkeeper.” 


That relationship continued through 
June 19, 1883, when the name and 
format were changed and, instead of a 
bi-weekly as The Bookkeeper had been 
during 3 years, it was published month- 
ly as -lmerican Counting Room from 
July, 1883. 

Apparently these magazines like 
others in limited fields had financial 
difficulties. As of January 1, 1884, the 
periodical, which up to that time had 
been the property of Hopkins, was in- 
corporated as the Counting Room 
Company, Limited, with Sprague as 
President, George S. Parker as Vice 
President, and Hopkins as Secretary- 
Treasurer. But in March following, 
Hopkins withdrew and as a result no 
issues were published during April and 
May, but Sprague brought out an issue 
for April-June 1884. His editorial ex- 
planation of the delay indicated that the 
publication would be continued, but no 
later issue has been found. Since it 
appears that he was the largest stock- 
holder, probably because of loans to 
Hopkins prior to 1884, it is not unrea- 
sonable to suppose that he, as a banker 
during the preceding decade, realized 
that the publication could not be made 
to pay its way. 

_ But his connections with these pub- 
lications during 3 years as contributor 
and editor were not Sprague’s only re- 
lation with them. He was also an ad- 
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vertiser. The Bookkeeper in October 
26, 1880, page 128, with other notices 
carried the following : 
“Charles E. Sprague 
Accountant 
Address, by mail, Union Dime Savings 
Institution 
Broadway and 32nd St., New York, N. Y.” 


At that time, after 7 years as a clerk 
in the Savings Bank, he had become its 
Secretary. The public practice for 
which he offered his services, was prob- 
ably a side vocation but almost surely 
one in which he was greatly interested. 
His professional card was continued 
throughout. And the February 27, 
1883, issue (page 77) said: 

“The editors of The Bookkeeper will 
undertake the audit, adjustment and ex- 
amination of accounts of corporations, 
public officers, manufacturers, merchants, 
etc., in any part of the United States. 
They may be consulted on questions of 
accountancy, and will advise in the organi- 
zation and the opening and closing of books 
ot account. 


Of course this may have been the be- 
ginning of Sprague’s practice as a pub- 
lic accountant, but since Hopkins had 
been practicing since 1868, it seems 
probable that the association of 
Hopkins and Sprague in editorial work 
and public practice was based upon a 
longer experience of Sprague’s. He 
was listed as a public accountant in the 
New York Directory of 1885. 

Quoting from the introduction by 
John R. Loomis in the fifth edition of 
“The Philosophy of Accounts,” the 
biography, on page 63 in referring to 
the Institute of Accounts and Ameri- 
can Association of Public Accountants, 
said that Sprague was 

“among the earliest to assume membership 

in these organizations.” 


That was incorrect as to the Associa- 
tion, in which his membership dated 
from the entrance of the New York 
State Society of C.P.A’s. in 1905. 
However it was correct as to the 
Institute, which he joined fairly soon 
after its organization in 1882. Fre- 
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quently he lectured at its meetings and 
he was its President on December 15, 
1886, when the Institute had Edwin 
Guthrie of Manchester as its guest. He 
joined the New York State Society of 
C.P.A’s. in May, 1897. 

As his Army service had prepared 
him for his teaching in the three mili- 
tary academies ; as those years with his 
earlier teaching in .the Greenwich 
Union Academy had equipped him for 
the art of instruction; and as_ his 
clerical work in the bank had provided 
the knowledge which he put into his 
many articles in The Bookkeeper; so 
these experiences, coupled with that 
from his public practice, his editorial 
work, and his membership in the Insti- 
tute of Accounts, prepared him for 
other services barely mentioned or not 
at all in the Mann biography. 

The first of these and the one of 
which the least is known was his rela- 
tionship to the earliest effort in the 
world to provide specialized formal 
education for the public practice of 
accounting. Early in 1892, the Ameri- 
can Association of Public Accountants 
sent to the Regents of the University 
of the State of New York, a petition 
for a charter for a College of Accounts. 
\ hearing thereon was held in Albany 
on June 8, 1892, when those who met 
with the Regents Committee included 
14 officers and members of the Associa- 
tion, Melvil Dewey, Secretary to the 
Regents (in many ways corresponding 
to the present Commissioner of Educa- 
tion) and a long-time friend of Dewey, 
Charles E. Sprague. There are no 
records of his participation in the meet- 
ing—he seems to have been only an 
observer—but it also seems that he may 
have told his friend Dewey that the 
purpose was important, but the pro- 
posal then made was too ambitious. If 
so it is highly probable that Dewey 
passed the advice on to the Regents. 

The next instance was in the matter 
of CPA legislation and as to that we 
have Sprague’s own statement. Busi- 
ness for July, 1896, page 320, printed 
Col. Spragues’ letter of July 10, thus: 
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The above is a copy of a bill prepared 
by me and introduced in the Legislature 
in January (actually March) 1895, in- 
cluding Section 4 which was withdrawn in 
committee. I prepared the bill as a member 
of a committee of the Institute of Accounts. 
This copy has been in my possession ever 
since January 24, 1895 until today. C. E. 
Sprague.” 


As is common knowledge the bill was 
defeated in the Senate in 1895, but was 
passed almost unanimously in 1896, 
The success in 1896 seems to have been 
due to the Association’s Committee and 
especially Frank Broaker. But the 
scope and wording of the bill were 
Sprague’s, no doubt with advice from 
Dewey, but Sprague must have the 
credit for having a good advisor. 

The third instance, that of his service 
on the State Board of Examiners was 
briefly mentioned in the biography and 
in his autobiographical sketch prepared 
in 1907. There are records as to the 
reasons for the selection of the other 
two members appointed in 1896, but 
not as to the selection of Colonel 
Sprague. It seems quite possible that 
he may have been suggested by a for- 
mal resolution of the Institute of Ac- 
counts. That is not known, however, 
because no trace of the Institute’s 
records has been found. But even if 
the Institute did or did not suggest him 
for appointment by the Regents it is 
almost certain that the Regent’s Secre- 
tary Melvil Dewey, who had opinions 
as to the administration of the CPA 
Law which he knew were contrary to 
the hopes and expectations of most 
public accountants, wanted on_ the 
Board of Examiners one whom he had 
known for long and on whose judgment 
he felt he could rely. 

To Certified Public Accountants, 
while recognizing the value of his 
authorship and teaching, it seems that 
his preparation of the first CPA law 
and his service upon the first State 
3oard of Examiners were the most 
important services of Charles I<zra 
Sprague. 
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Conducted by BENJAM 


Refund of Income Tax—lInterest 

A bill passed by the 1952 Legislature 
specifically provides that refunds of in- 
come tax “shall be without interest’?! 
Hitherto the Tax Commission paid in- 
terest at the rate of 4% on refunds, even 
though there was no provision for such 
payment. In a case involving the fran- 
chise tax? the Court held that it could 
not compel the Commission to do any- 
thing beyond its statutory authority, 
such as the payment of interest upon a 
refund. 
Non-Resident Employees 

A non-resident employed in New 
York is subject to tax only on the in- 


come he earns in New York. If the non- 


resident is employed by the Treasury 
Department at an office of the Internal 
Revenue Agent located in New York 
State, he is earning his salary in New 
York and is subject to the New York 





BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. 

Mr. Harrow has been a member 
of the American Institute of Ac- 
countants since 1922 and is a mem- 
ber of the New York Bar. He is 
now serving on the Society’s Com- 
mittee on Federal Taxation, and is 
past Chairman of its Committee on 
State Taxation. He is also a member 
of the Institute’s Committee on Fed- 
eral Taxation and its Council. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 
New York City. 














1 L. 1952, c. 571 effective April 7, 1952. 
Burrell v. Lynch, (1949) 274 A.D. 1083. 


IN Harrow, C.P.A. 


State Income Tax on his salary. Sup- 
pose the employee is on disability leave 
and actually has not performed any ser- 
vices in New York during most of the 
taxable year. Would the entire salary 
be subject to the New York tax? In our 
opinion it would. His status is still that 
of an employee earning income in New 
York. The extent to which he is actually 
performing services would not control 
taxability. 

Suppose the work of the federal em- 
ployee carries him into other states for 
short periods. Would the compensation 
for these periods be exempt from the 
New York tax? In our opinion it would 
not. The employee is attached to a 
New York office and works out of that 
office even though some of the work is 
performed in other states. 


Estate Tax 


The federal estate tax return is due 
within fifteen months from the date of 
death. The New York estate tax return 
is due within eighteen months. Under 
the federal law, failure to make and 
file a return within the prescribed time 
results in a penalty of 5% of the tax if 
the failure is for not more than 30 days. 
The penalty may be avoided if the fail- 
ure is due to a reasonable cause and not 
to willful neglect. 

Under Section 811 (j) of the In- 
ternal Revenue Code the tax may be 
computed according to the optional 
method of valuation as of the date one 
year after death. The election to use 
the optional valuation is effective only 
if the return is filed within fifteen 
months. (Section 81.11 Reg. 105). In 
a recent case* both provisions were in 


3 Estate of Fred B. Frish vy. Commissioner, T. C. Memo, Docket No. 26483, January 


28, 1952. 
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issue because the estate tax return was 
received in the Collector’s office one 
day after the fifteen months. The de- 
cedent died on April 21, 1946, and the 
return was mailed on July 21, 1947, 
before 3 P.M. It was received by the 
Collector on July 22, 1947. According 
to the Regulations (Section 81.63), 
“the return should be posted in ample 
time to reach the collector’s office, under 
ordinary handling of the mails, on or 
before the date on which the return is 
required to be filed.” 

In what seems to be a harsh decision 
the Court upholds the Commissioner’s 
contention that the privilege of using the 
optional valuation date was lost because 
of late filing and the 5% penalty was 
upheld. Said the Court, “mere mailing 
does not qualify as ‘filing’.” To use the 
optional valuation the taxpayer must 
comply with the statutory requirements. 
On the issue of the 5% penalty, the 
Court said that it could be avoided only 
if the late filing was due to reasonable 
cause and not to willful neglect. The 
filing of the return was turned over to 
the attorney, but how long before the 
due date was not established. The 
Court said that the attorney had only 
a limited experience in tax matters, but 
that he had consulted the Regulations 
before preparing and mailing the re- 
turn. It was also noted that there was 
no explanation as to why the mailing 
was put off until the due date. The 
Court surmised that the attorney might 
have thought that if the return was 
mailed on the due date, it would be 
treated as filed on time. There was no 
showing that the failure to file within 
the prescribed time was due to a 
reasonable cause and the 5% penalty 
was added. 

The State Tax Commission has been 
more lenient in matters of filing. A 
technical breach of the law may be 
corrected by an affidavit submitted to 
the Commission and a request that the 
return be considered as having been 
filed on the proper date nunc pro tunc. 


Trust Income—Constructive Receipt 


Under a trust set up for the benefit 
of four children income was payable to 
the children quarterly. The trustees had 
the power to add to the principal any 
portion of the income which, in their 
judgment, was not required for the 
comfortable support and maintenance 
of each child. For thirteen years all 
the income was paid to the children. 
The trustees and the beneficiaries filed 
income tax returns on a calendar-year 
and cash basis. Some of the payments 
were made during the year but a sub- 
stantial balance was usually distributed 
after the close of the year (February 
18) when the trustees filed annual pro- 
bate accounts. 

For the year 1941, one of the bene- 
ficiaries received $2,075.74 from the 
trustees. Trust income available to the 
beneficiary for 1941 amounted to 
$6,486.11. The difference of $4,410.37 
was paid to the beneficiary on February 
18, 1942. The issue before the Court* 
was whether the beneficiary was tax- 
able on $6,486.11 or $2,075.74. The 
Court held that the beneficiary was 
taxable on the amount currently dis- 
tributable to her under the doctrine of 
constructive receipt. 

The action of the trustees for thirteen 
years indicated the establishment of a 
definite pattern to give the beneficiaries 
all of the income and therefore none 
of the income came within the provision 
that income which may be accumulated 
is taxable to the fiduciary. The Court 
held as far-fetched the argument that 
within the calendar year the trustees 
could not ascertain exactly the amount 
of income for that year that could be 
distributed. While the probate accounts 
were not rendered on a calendar-year 
basis, the trustees could just as reason- 
ably have ascertained the income on 
December 31 as on February 18 of the 
following year. The bulk of the yearly 
income was available at all times and 
the beneficiaries had the right to receive 
it currently. 


+ Channing v. Hassett, U.S.D.C., District of Mass., February 4, 1952. 
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Under the New York State Income 
Tax law, the income of a trust which 
is to be distributed to beneficiaries 
periodically, whether or not at stated 
intervals, is taxable to the beneficiaries. 
This is similar to the Federal pro- 


visions. 


New York Estate Tax—Jointly Held 
Property 


\ husband and wife owned a bond 
and mortgages as joint tenants. This 
was transferred to an inter vivos trust 
together with other assests. The trust 
income was payable to the wife for life 
and the grantors reserved the right to 
alter or amend the trust agreement in 
whole or in part. After the death of the 
husband, the Tax Commission included 
the entire value of the bond and mort- 
gage in the taxable estate under Sec- 
tion 249-r, subd. 4 and subd. 5. The 
latter provides for the inclusion of the 
value of property held by a decedent 
and another as joint tenants, except 
such part as may be shown to have 
belonged to the other person. 

The Court held> that there was no 
proof that the decedent’s wife had con- 
tributed any amount to the acquisition 
of the bond and mortgage. The trans- 
fer in trust of the jointly held prop- 
erty by joint tenants did not remove 
the requirement of the statute. It was 
no different from a trust created by an 
individual. 


Installment Payments of State In- 
come Taxes 


Several important changes have been 
made in the provisions governing pay- 
ment of State income taxes. The gen- 
eral rule still is that the tax may be 
paid in full at the time of the filing or 
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in four equal installments. The first 
installment is due on or before the 15th 
day of the fourth month following the 
close of the fiscal year and the remain- 
ing installments must be paid on or 
before the 15th day of the seventh, 
eleventh and fourteenth months follow- 
ing the close of the fiscal year. For 
calendar-year taxpayers these dates 
would be April 15, July 15, November 
15 and February 15. If the tax is not 
over $10.00 it must be paid in full with 
the filing of the return. If the tax is 
over $10.00 but less than $40.00, the 
installments need not be equal but only 
the final payment may be under $10.00. 


Change of Residence 


In the case of a change of status from 
resident to non-resident, or vice-versa, 
two returns are required. For the resi- 
dent portion of the year, Form 201 
must be used and for the non-resident 
portion, Form 202. However these 
returns are due only if the taxpayer’s 
combined income from all sources dur- 
ing the resident period and from New 
York sources during the non-resident 
period equal or exceed the usual re- 
quirements for determining liability to 
file. 

The return for the period prior to 
the change must be on the accrual basis 
regardless of the taxpayer’s previous 
method of reporting, and the personal 
excemption and credit for dependents 
apportioned between the two returns on 
the basis of the number of months 
covered by each return. The tax on the 
two returns for the one year may not 
be less than the tax on a single return 
because of the change of residence. 
Deductions must be itemized; the op- 
tional deduction may not be used on 
either return. 


__ > Matter of Edward John Connor, dec’d. Surrogate’s Court, Westchester Ccunty, 
N.Y.L.J., March 14, 1952, page 1047. 























Notes on the New York State 
Unemployment Insurance Law 











Conducted by SAMUEL S. REss 


Late Filing Penalty Not Discharged 
by Bankruptcy; Interest Thereon 
Discharged 


A bankrupt debtor applied to the 
New York State Supreme Court for 
the discharge and cancellation of a 
judgment filed against it by the Indus- 
trial Commissioner consisting of a 
$500.00 penalty together with $81.97 
in interest, levied pursuant to Section 
575, Subdivision 2, of the Unemploy- 
ment Insurance Law. 

Prior to the bankruptcy proceedings 
the employer corporation failed to file 
its payroll reports for the first quarter 
of 1949 on time. Despite the further 
demand by the Industrial Commis- 
sioner that the report be filed within 
20 days, the employer failed to comply 
with the demand on time and a $500.00 
penalty was imposed. The employer 
then protested the penalty and de- 
manded a hearing, but the Unemploy- 
ment Insurance Referee sustained the 
imposition of the penalty, in a decision 
rendered on March 16th, 1950. In 
August, 1950, the employer corporation 
field a petition for reorganization under 
Chapter X of the Bankruptcy Act, 
which petition was subsequently amend- 





SAMUEL S. Ress has been an As- 
sociate Member of our Society since 
1936, and is also a member of the 
Bar. He has specialized in the pay- 
roll tax field since the inception of 
this type of legislation in 1936. 

Dr. Ress is a member of the Soci- 
ety’s Committees on Clothing Manu- 
facturing Accounting, on Labor and 
Management, and on State Taxa- 
tion. 
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ed to provide for relief under Chapter 
XI of that statute. 

The State of New York filed a 
$6,009.64 claim for Unemployment In- 
surance contributions which was al- 
lowed and paid in full by order of the 
Bankruptcy Court on January 11th, 
1951. The State filed no claim for the 
penalty, despite the order of the United 
States District Court requiring the 
State of New York, among others, to 
file any claims for taxes or non-tax 
debts of the debtor and that upon failure 
to file claims within the time fixed no 
such claims could thereafter be asserted 
against the Trustee or the debtor cor- 
poration. 

The reorganization was terminated 
on January 22nd, 1951. On January 
3rd, 1952, the Industrial Commissioner 
filed a warrant as a judgment against 
the discharged, reorganized, employer 
corporation, pursuant to Section 573, 
Subdivision 2, of the Unemployment 
Insurance Law. In a decision handed 
down on May 9th, 1952, by New York 
State Supreme Court Justice Roberts 
in Monroe County, the court denied the 
application of the judgment debtor for 
the discharge and cancellation of the 
$500 penalty. However, the court did 
allow the cancellation of the $81.97 
which represented interest upon the 
penalty. (The People of the State of 
New York, Plaintiff, against /. G. 
Menihan Corp., Defendant ;—Misc.—, 
5/9/52.) 

The Court stated in its decision : 

“Section 150 of the Debtor and Creditor 

Law authorizes the discharge of a judg- 

ment representing a debt from which the 
judgment debtor has been discharged in 
bankruptcy. A discharge in bankruptcy 
releases a bankrupt only from his provable 
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Notes on the New York State Unemployment Insurance Law 





debts .. . the order of the district Court re- 
lated only to the filing of claims provable 
and allowable under the Bankruptcy Act as 
the authority of the Court to make such 
order would necessarily be limited to such 
claims. 

\ debt owing to the State as a penalty 
or forfeiture is not a provable or an al- 
lowable claim in bankruptcy except for 
the pecuniary loss sustained, with costs 
occasioned thereby, and such interest as 
may have accrued thereon. . . . The pen- 
alty imposed against the defer.dant corpor- 
ation was not a provable or an allowable 
claim or dischargeable in bankruptcy, and 
hence, the judgment so far as it represents 
such penalty is not subject to cancellation 
and discharge. . . (citing cases). 

interest upon the penalty 
represented an allowable claim in ‘bank- 


ruptcy, . . . defendant is entitled to a dis- 
charge .. . to the extent of such interest 
Hem. a 


Principal Stockholder and 

Week of Employment 

A principal stockholder, employed by 
a corporation liable for contributions, 
acquires “weeks of employment” for 
the purposes of Section 527 (d) of the 
Unemployment Insurance Law, al- 
though his compensation for such em- 
ployment does not constitute “remun- 
eration” under the exclusions of Section 
517, Subdivision 2. It was held that 
remuneration was not an element in 
determining a week of employment 
(Appeal Board Case No. 31,071-52 
decided 4/25/52). In the case at bar, 
the Local Office held that claimant, a 
fur operator, was ineligible for benefits 
because he did not have 20 weeks of 
employment as required by Section 527 
(d) of the Unemployment Insurance 
Law. The claimant appealed from this 
determination. In February, 1950, the 
claimant and another furrier organized 
a corporation in which the claimant 
obtained a 50 percent stock interest and 
became its president. The balance of 
the stock in the corporation was held 
by another stockholder who became the 
Secretary-Treasurer. The claimant 
served the corporation, which became 
subject to the Unemployment Insur- 
ance Law, both as an officer and as 
a fur operator. His earnings were re- 
ported by the corporate employer for 
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unemployment insurance purposes until 
April 1, 1951. He continued to render 
services thereafter until November 30, 
1951. On December 13, 1951, the 
corporation ceased operations com- 
pletely. The claimant filed his applica- 
tion for unemployment insurance bene- 
fits on November 30, 1951. The claim- 
ant’s earnings not having been reported 
for the period subsequent to April 1, 
1951, apparently made it appear that 
he had only 18 weeks of employment 
for which contributions were paid to 
the State. The Appeal Board decided 
that while the provisions of Chapter 
792 of the Laws of 1951 excluded from 
remuneration 
“. .(d) Compensation paid by a cor- 
poration to an employee who is a prin- 
cipal stockholder in that corporation. 
Principal stockholder means one who owns 
25 percentum or more of the capital stock 
of the corporation; (Section 517.2 d). 


“Concededly claimant’s compensation 
subsequent to April 1, 1951, was not tax- 
able as contributions under the law and 
claimant is not entitled to be credited 
with such as earnings in covered employ- 
ment. However, that is not decisive of 
the issue herein. Section 527 defines a 
valid original claim as follows: ... Valid 
original claim is a claim filed by a claim- 
ant who meets the following qualifications : 
(a) is able to work, and available for 
work; (b) is not subject to any disqual- 
ification or suspension under this article; 
(c) his previously established benefit 
year, if any, has expired; (d) has had 
at least 20 weeks of employment in the 
52 week period preceding the filing of 
such claim; (e) has earned remuneration 
averaging at least 15 dollars per week in 
at least 20 weeks of employment in such 
52 week period. . 

Section 526 defines a week of employ- 
ment as a week in which a claimant 
did some work in employment for an 
employer liable for contributions under 
this article. The law requires that some 
work be performed for an employer 
liable for contributions under the law. 
‘“. . The corporate employer is liable 
for contributions . . . claimant rendered 
services after April 1, 1951, and there- 
fore comes squarely within the defini- 
tion of a week of employment as pro- 
vided for under Section 526. 
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A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 














Conducted by Max Brock, C.P.A. 


Avoidance of Duplicate Typing of 
Tax Return Schedules 


Federal income, and state income and 
franchise tax returns, require a good 
deal of identical data. For example, 
there is duplication of data between the 
federal income tax return and the New 
York income and franchise tax returns 
with respect to these schedules: 

Cost of goods sold 

Cost of operations (where there is 
no inventory ) 

Officers’ salaries (with provision 
for variation ) 

Taxes (with slight variation which 
can be provided for ) 

Contributions (with provision for 
variation in amount deductible ) 

Other deductions 

Balance sheet 

Surplus reconciliation 

If schedules are prepared as attach- 
ments to the return, then, by making 
enough copies at one typing, the re- 
quirements for both returns can be 
taken care of. This will save consider- 
able time otherwise involved in dupli- 
cate typing. 

There has been some doubt and 
question as to what will be acceptable 
to the tax departments as attachments. 
This matter has now been clarified by 
the Commissioner of Internal Revenue 





Max Brock, C.P.A. (N. Y., Pa.) 
is a Director of the New York State 
Society of Certified Public Account- 
ants and has been the chairman of 
the Society’s Committee on Admin- 
istration of Accountants’ Practice. 
He is a member of the firm of 
Anchin, Block & Anchin. 
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as to federal income tax return forms 
1120, 1065, and 1040. As a result of 
action taken by our Society’s Com- 
mittee on Federal Taxation, through its 
Chairman, Benjamin Grund, a letter 
was received from the Commissioner 
specifying the policy with respect to 
attachments. This letter is reproduced 
below. 

Efforts are being made to get a 
similar expression of policy, as favor- 
able as possible, from the New York 
State Tax Commission. 


U.S. TREASURY DEPARTMENT 
WASHINGTON 25 

Office of 
COMMISSIONER OF INTERNAL REVENUE 
Address reply to 
COMMISSIONER OF INTERNAL REVENUE 
And refer to 
TT :RP:PR 
LB 

May 23, 1952. 
The New York State Society of 

Certified Public Accountants 
677 Fifth Avenue 
New York 22, New York 

Attention: Mr. Benjamin Grund 

Chairman, Committee on 
Federal Taxation 
Gentlemen : 

Reference is made to your letter 
dated April 11, 1952, relative to the 
preparation of Federal income tax re- 
turns, particularly with respect to the 
manner of furnishing the information 
and supporting data called for in the 
various pages and schedules of the 
different return forms. ; 

You state that in the past many ol 
your members have been following the 
practice of attaching profit and loss 
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statements and supporting schedules, as 
well as balance sheets and reconcilia- 
tion of book and taxable income, and 
analysis of surplus, in lieu of filling in 
on the return form, the corresponding 
information called for on pages 1 and 4 
of the corporation and partnership re- 
turns (Forms 1120 and 1065), and in 
separate Schedule C of the individual 
return (Form 1040). Where such 
statements are attached, they are gene- 
rally carbon copies of similar statements 
included in the accounting reports sub- 
mitted to the taxpayers. 

You state that this method saves a 
good deal of time in the preparation of 
returns, with other attendant benefits, 
and request advice as to whether the 
practice is satisfactory to the Bureau 
and may be continued. 

With respect to the submission of 
separate profit and loss statements, you 
are advised that the attachment of such 
statements, in any form, in lieu of the 
completion of page 1 of the corporation 
and partnership returns, has a number 
of objectionable features which makes 
such a practice very undesirable from 
the standpoint of the Bureau. The sub- 
mission of substitute profit and loss 
statements in lieu of the separate Sched- 
ule C (Form 1040), in the case of 
individual returns, is equally undesir- 
able, especially in view of the present 
special design and dual-purpose feature 
of the official form. It is therefore 
urged that the indicated previous prac- 
tices in these respects, be discontinued. 

With respect to the presentation of 
the supporting data called for in the 
various other schedules of the return 
forms, you are advised that the Bureau 
has no particular objection to the sub- 
mission of such information in separate- 
ly attached schedules, rather than in 
the spaces provided in the form itself, 
provided that the attached schedules 
are complete in all details and are in 
the same form as the schedules in the 
return. 


Very truly yours, 
s/ E. I. McLaRNeEy 
Deputy Commissioner 


Office and Staff Management 








Office and Staff Managers 

Luncheon Meetings 

Within one year since its organiza- 
tion the luncheon discussion group has 
grown to a size which is close to taxing 
its present space capacity. This rapid 
development is evident recognition of 
the importance and benefits to be de- 
rived from the analysis and discussion 
of the problems of administration of 
an accounting practice directly by those 
dealing with them daily. 

At the meeting held on May 29th, 
the following were the major subjects 
discussed : 


1. Use of ring binders for work 
papers. 

This discussion will be contin- 

ued at the next meeting when, 

it is expected, a member will 

display a binder actually used. 


2. Use of plastic bindings for reports 
to have them open flat. 
In this instance, too, the dis- 
cussion will be continued at 
the next meeting when actual 
samples will be submitted by 
a member. 


3. Furnishing business cards to staff 
members. 

The discussion disclosed that 
some firms provide business 
cards to supervisors and top 
seniors. These are firm cards 
with the man’s name imprinted 
in the lower left-hand corner. 
Other firms have firm cards 
available to men for use as the 
individual need arises. Still 
other firms do not supply busi- 
ness cards at all and apparently 
have not recognized a_ need 
therefor. 

4. Methods for advising the New 
York State Tax Department of 
changes in taxable income made 
by the Internal Revenue Bureau. 

Various control and follow-up 
measures are employed. Some 
firms assume the responsibility 
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for notifying the State Tax 

Department directly, whereas 
others advise the client as to 
what must be done and furnish 
the required data. However, 
the measures taken to insure 
that such changes are reported, 
regardless of who reports same, 
are quite individualistic and 
some are not fool-proof. This 
subject requires more study 
and will receive further atten- 
tion. 

5. Insurance coverage for loss of 
valuable papers and replacement 
cost of valuable papers. 

It was brought out that valu- 
able papers insurance was an 
expensive matter but that the 
premium for the cost of recon- 
structing papers (such as the 
cost of sending a man to an 
office to obtain data) was not 
as costly. There apparently is 
little use of such insurance 
among the firms represented 
at the meeting. 

The discussion group meets on the 
last Tuesday of each month at 12 Noon 
at the Hotel Lexington, Lexington 
Avenue and 48th Street, New York 
City. All interested are welcome. 


Federal Tax Examinations Today 

Federal income tax examinations 
have assumed a new significance since 
the reorganization of the Internal Rev- 
enue Bureau. It is even possible that 
the full effects have not yet been ob- 
served. Examiners ask for more sub- 
stantiation of deductions than hereto- 
fore, make more intensive analyses, and 
are generally more technical. This, in 
turn, makes the accountant’s job more 
difficult and increases the time devoted 
to examinations. This situation is not 
momentary and may even expand. 

Accountants must recognize this 
problem not alone from the operating 
cost angle but that of client relations 
where disallowances and assessments 
will run higher than previously. 
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These problems should be met frank- 
ly and in a business-like manner. It 
may be desirable to advise all taxpayer- 
clients, by special communication, as 
to the changed examination conditions 
and the consequences. This should pre- 
pare them for the more intensive ex- 
aminations and the probable demands 
for more and better supporting data. 

Such a builetin should also point out 
the greater care that may be necessary 
in the future in the keeping of records 
of travel, entertainment, and other ex- 
penses of a vulnerable nature. This 
advance information should help make 
the accountant’s position less difficult 
and may facilitate fee adjustments that 
may be necessitated by abnormal in- 
creases in tax examination time and 
complexities. 


Accountants’ Papers Subject to 
Examination By Tax Bureau 
Though Year Is Outlawed 


A Federal District Court recently 
handed down a decision (Rose Schul- 
man, et al., Ex’rs., v. Dunlap, DC. 
N. Y. 5/3/52) which draws an im- 
portant distinction between the Bu- 
reau’s rights against a taxpayer and its 
rights against the taxpayer’s account- 
ants. 

It has been long recognized that the 
3ureau cannot make an examination, 
or reexamination of a taxpayer’s rec- 
ords after the statute of limitations has 
expired, except upon a definite claim 
of fraud, not a mere possibility. A less 
rigid requirement, however, is applic- 
able to accountants, according to the 
subject decision. 

In the case cited, the Commissioner 
had received information which indi- 
cated possible fraudulent or criminal 
activity in an outlawed year. He sought 
to examine the accountants’ records 
but was resisted on the same grounds 
available to the taxpayer. However, the 
Court held that accountants are not 
subject to the same rules which free 
taxpayers from unreasonable examin- 

(Continued on page 442) 
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; The Excess Profits Tax Exchange 














Conducted by Davip Zack, C.P.A. 


HIS department is a clearing house 
«4 for questions, problems, comments 
and rulings regarding Excess Profits 
Taxes. We are especially interested in 
special and informal Bureau rulings on 
Excess Profits Taxes. All items of gen- 
eral interest will be published herein 
and full credit will be given all contri- 
butors unless they request otherwise. 
All inquiries and contributions should 
be addressed to: 

Editor, The Excess Profits Tax Exchange 

The New York Certified Public Account- 
ant 

677 Fifth Avenue 


New York 22, New York 


Ceiling Rates for Acquiring 
Corporations 


The February, 1952, issue of this 
column pointed out an apparent anom- 
aly in the law which seemed to permit 
acquiring corporations under Part II 
to qualify for the new corporation ceil- 
ing rates under Section 430(e) without 





Davip Zack, C.P.A. and member 
of the Bar, is a member of our So- 
ciety and of its Committee on Fed- 
eral Taxation. He is Chairman of 
the Committee on Municipal and 
Local Taxation. 

Mr. Zack is a Lecturer on Taxa- 
tion at The City College (N. Y.) 
School of Business and Civic Ad- 
ministration and at the New York 
University Institute on Federal 
Taxation. 

Mr. Zack has written on tax mat- 
ters for various publications. He is 
a partner in the firm of David 
Berdon & Co., Certified Public 
Accountants. 
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tacking on the experience of the com- 
ponent corporation. We then pointed 
out that this statutory construction 
seemed clearly contrary to Congres- 
sional intent, and we are now indebted 
to Alexander E. Slater, C. P. A., for 
an informal Bureau ruling supporting 
the basic legislative pattern. The ruling, 
secured by G. Frieder, C. P. A., states 
that the Bureau of Internal Revenue 
will require the addition of the life of 
the component to the life of the acquir- 
ing corporation for the purposes of 
Section 430(e) as well as for Part II 
purposes. It must be remembered, of 
course, that this ruling is merely an 
indication of the Bureau’s interpreta- 
tion of the law, that it does not have 
the force and effect of law and that it 
is fully subject to judicial review. The 
subject is sufficiently important to war- 
rant reproduction of the ruling in full: 

“Reference is made to your request for 
a ruling as to whether the X corporation 
is a new corporation as defined in Section 
430(e) for its fiscal year ended April 30, 
1951, and, for the purpose of that section, 
was in its fourth taxable year. 

“The facts submitted are essentially as 
follows: 

“The X corporation was organized on 
January 21, 1948, and commenced business 
on February 1, 1948, at which time it 
acquired all of the assets of a partnership 
(which was in business prior to July 1, 
1945) in a Part II transaction under Sec- 
tion 112(b) (5). It has filed all of its 
returns on the basis of a fiscal year ended 
April 30, and the tax return for its fiscal 
year ended April 30, 1951, will be for its 
fourth corporate taxable year. 

“Provisions of the Internal Revenue 
Code pertinent to the above-described 
transaction are included under the heading 
of ‘Part II—Excess Profits Credits Based 
On Income in Connection with Certain 
Changes.’ Significant code references af- 
fecting the instant case are in substance 
as follows: 

“(1) The term ‘acquiring corporation’ 
means a corporation which has acquired 
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substantially all the properties of a part- 
nership in an exchange to which Section 
112(b) (5) is applicable. (Section 461 (a) 
(1)(d) ). 

*(2) The term ‘component corporation’ 
means, in the case of a transaction spe- 
cified in Section 461 (a) (1) (D), the part- 
nership whose properties were acquired. 
(Section 461(b) (5) ). 

*(3) In the case of a taxpayer which 
is an acquiring corporation, the determina- 
tion of its average base period net income 
is prescribed in Section 462(a) to (h) and 
in the case of a partnership which is a 
component corporation by virtue of Sec- 
tion 461(b)(5) the computations required 
by Part II are made, under rules and regu- 
lations prescribed by the Secretary, as if 
such partnership had been a corporation. 
(Section 462(k) ). 

‘The prescribed regulations state that, 
‘Every corporation which is a party to a 
Part II transaction, whether as an ac- 
quiring corporation or as a component cor- 
poration, must compute its excess profits 
credit based on income under the pro- 
visions of Part II.***’ (Section 40.461- 
l(c) ). 

“Further particulars as to the intended 

treatment of the base period income of an 
acquiring corporation are provided in the 
discussion by the committee on Ways and 
Means under Part II as follows: 
‘This part, *** is directed essentially 
at the problem of providing for a proper 
determination of the average base period 
net income of a taxpayer which is a con- 
tinuing corporation in a reorganization 
involving the transfer to it of properties 
from other corporations in whose hands 
the properties had a base period experi- 
ence. Essentially Part II provides that, 
*** the income experience of the prop- 
erties in the base period in the hands of 
the transferor corporations shall be con- 
sidered as the income experience of the 
transferee for those years.’ 

‘The above reference to the transferor 
corporation, according to Section 461(b) 
means corporations or partnerships, the 
properties of which are transferred in a 
transaction described in connection with an 
acquiring corporation. It is further stated 
‘Since all Part II transactions involve a 
sufficient continuity of interest to justify 
treating the acquiring corporation § as 
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standing in the place of its predecessors, 
such transactions must satisfy the require- 
ments of Section 112 with respect to such 
transactions in order that the transferee 
corporation may be treated as an acquiring 
corporation. (I. R. B., C. B. 1951-1, 
Pages 231-232.) 

“In the instant case the transferee 
corporation acquired the assets of a 
partnership in a Section 112(b)(5) 
transaction and the provisions of Part 
II are applicable thereto. 

“Inasmuch as the query concerns the 
application of Section 430(e), relating 
to the maximum tax for new corpora- 
tions, it may be stated that references 
by the House and Senate Committees 
to corporations which qualify as new 
corporations are consistent in the spe- 
cific exclusion from its provisions, the 
type of transaction referred to above. 
In the instance of the House Committee 
on Ways and Means concerning ‘alter- 
nate basis for new corporations,’ the 
new corporation is described in part as, 
“#* A new corporation which com- 
menced business at any time after the 
beginning of the base period (and which 
was not an acquiring corporation whose 
treatment is discussed with reference to 
Part il) ***? (i RB, C.38. ioe 
Page 202.) (Underscoring supplied.) 

“More relevant to the instant case is the 
following extract from the Senate Finance 
Committee Report describing the general 
purposes of the provisions of Section 
490(e) 

“These special ceiling rates avail: ible to 
new corporations in their period of de- 
velopment are not to be available to new 
corporations created as the result of***a 
tax free reorganization. ***Your com- 
mittee believes that such corporations do 
not truly represent “new business” 

“Based on the foregoing, it is concluded 
that the X corporation cannot be con- 
sidered a new corporation as defined in 
Section 430(e) for its fiscal year ended 
April 30, 1951. 

“Formal regulations in regard to Section 
430(e) of the Code have not as yet been 
issued. In the absence’ of such regulations, 
this ruling can only be tentative and subject 
to any change which may be required to 
conform with any subsequent published 
regulations.” 
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(Continued from page 440) 


ations, and that their records must be 
submitted for review. 

If this rule prevails, accountants may 
expect increased calls from the Internal 
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Revenue Bureau for old files. 
cision is in conflict with others and 
further adjudication is probable. This 
case should be watched. 
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SEVENTEENTH ANNUAL REPORT 
of the 
SECURITIES AND EXCHANGE COMMISSION 
(Fiscal Year Ended June 30, 1951) 


Section Dealing With the 
Activities of the Commission in Accounting and Auditing 


The detailed provisions of the several Acts 
administered by the Commission contain 
wide recognition of the fact that much of 
the data necessary to investment or other 
financial decisions consists of financial state- 
ments and related material and that, accord- 
ingly, accountants and accounting perform a 
vital role in achieving the statutory objec- 
tives of full and fair disclosure, the preven- 
tion of fraud or inequitable and unfair prac- 
tices, and control and regulation. Thus, for 
example, the Securities Act provides not only 
for inclusion in the registration statement 
and prospectus of data as to financial struc- 
ture and other similar material but also pro- 
vides for the furnishing of balance sheets and 
profit and loss statements.! Similar provi- 
sions as to registration statements and _ per- 
iodic reports are contained in the Securities 
Exchange Act,2 the Holding Company Act3 
and the Investment Company Act.4 In order 
to ensure that in the furnishing of such finan- 
cial information the statutory objectives as 
to investors and public protection are met, the 
Acts vest the Commission with broad author- 
ity in matters of accounting and_ financial 
statement presentation. The Securities Act, 
for example, authorizes the Commission to 
define accounting terms, to prescribe, among 
other matters, “the form or forms in which 
required information shall be set forth, the 
items or details to be shown in the balance 
sheet and earning statement, and the methods 
to be followed in the preparation of ac- 
counts... .”5 Substantially equivalent author- 
ity is contained in the Securities Exchange 
Act,6 and more comprehensive powers are 

Secs. 7, 10 (Schedule A, par. 25, 26). 
~ wecs. 12 (b) (1), 13 (a), 15. (d). 
Secs 5 (b) (2), 14. 
‘ Secs. 8 (b), 30. 
*’ Sec. 19 (a). 
Sec 13 (b). 
Secs. 14, 15. 
secs. 30, 31. 
Sec. 10 (a) (1) (Schedule A, par. 


a 
‘ Securities Exchange Act, sec. 13 
Act, sec 14 


See, for example, rule 2-01, 


=o 


25, 26). 
a 


Regulation S-X. 





embodied in the Holding Company Act’ and 
the Investment Company Act.§ 

The Securities Act provides that the re- 
quired financial statements shall be certified 
by “an independent public or certified ac- 
countant.”9 The other three statutes above 
mentioned provide that the Commission may 
require, and its rules do require, that such 
statements be accoumpanied by a certificate 
of independent public accountants.19 The 
value of certification has for many years been 
conceded but the requirement as to indepen- 
dence, long recognized by some individual ac- 
counts, was ‘for the first time authoritatively 
and explicitly stated by its introduction into 
the statutes. Out of this initial provision in 
the Securities Act and the resulting rules 
established by the Commission!! there have 
grown concepts that have materially strength- 
ened the protection afforded investors by 
eliminating certain unhealthy accountant- 
client relationships which theretofore were 
quite common. 

Although the statutes administered by the 
Commission give it wide rule-making power, 
accounting, based as it is largely upon con- 
vention and existing financial and business 
concepts, is of such a nature that the Com- 
mission has not yet found it necessary or 
desirable in most areas to establish extensive 
accounting rules and regulations dealing with 
accounting problems. The Commission has 
prescribed uniform systems of accounts for 
certain public utility holding companies and 
for public utility mutual and subsidiary ser- 
vice companies. It has adopted rules under 
the Securities Exchange Act governing ac- 


) (2); Investment Company Act, sec. 30 (e) ; Holding Company 
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counting and auditing of exchange members, 
brokers, and dealers. In the wider area deal- 
ing with industrial, commercial, and invest- 
ment companies under the Securities Act, 
Securities Exchange Act, and Investment 
Company Act the form and content of most 
financial statements are governed by the Com- 
mission’s Regulation S-X. 

lhe rules and regulations thus established 
do not prescribe the accounting to be followed 
except in certain basic respects. In the large 
area not covered by such rules the Commis- 
sion’s principal reliance for the protection of 
investors is on the determination and’applica- 
tion of accounting standards which are rec- 
ognized as sound and which have come to 
have general acceptance. This policy of the 
Commission is expressed in Accounting 
Series release No. 4 (1938) (one of the 
series of such releases, of which there are 
now seventy-two, inaugurated in 1937 for 
the purpose of contributing to the develop- 
ment of uniform standards and practice in 
major accounting questions). 

One of the inevitable results of this policy 
has been constant contact and cooperation 
between the Commission and accountants, 
both individually and through such groups as 
the American Institute of Accountants, the 
American Accounting Association, the Con- 
trollers Institute of America, the National 
Association of Railroad and Utilities Com- 
missioners and others, and other regulatory 
agencies. The importance of, and necessity 
for, this cooperation is emphasized by the 
great influence and responsibility inherent in 
the Commission’s authority over the several 
thousand financial statements filed every year 
with it by most of the important commercial 
and industrial companies in the United States. 

The accounting staff of the Commission is 
organized to handle the many day-to-day 
accounting problems that arise in the course 
of its work and to provide central responsi- 
bility for aiding the Commission in matters 
of accounting policy. The chief accountant 
. has general supervision with respect to ac- 
counting and auditing policy and its applica- 
tion. He is assisted directly by a staff of 
trained accountants, and, in addition, by as- 
sistant chief accounts assigned to and re- 
sponsible for the examination of financial 
data and other operating work in the Divi- 
sion of Corporation Finance, Division of 
Public Utilities, and Division of Trading and 
Exchanges. 


Examination of Financial Statements 


The majority of the accounting problems 
with which the Commission is concerned 
arise from examination of financial state- 
ments or other data required to be filed with 
the Commission. In general, deficiencies re- 
vealed by examination are called to the at- 


tention of the registrant by letter. Those 


letters of comment and the correspondence 
or conferences that follow have proved to be 
a most convenient aid in effecting correc- 
itons and improvements in financial report- 
ing. Few matters involve prolonged discus- 
sion or dispute in spite of the tremendous 
volume of financial data reviewed each year 
by the Commission; and it is only in rare 
instances that formal procedures are neces- 
sary in order to procure disclosure. 

Many problems arise as a result of inquiry 
by representatives of registrants, their ac- 
countants or counsel in advance of the actual 
filing of the material involved. Advance dis- 
cussion of this kind is encouraged and ex- 
perienced practitioners regularly follow this 
procedure in dealing with unique problems, 
thus saving valuable time for themselves and 
their clients. As a natural outgrowth of the 
fact that the Commission is the repository of 
a vast amount of financial data, the staff is 
frequently called on to aid in the preparation 
of studies of current problems such as those 
involved in formulating the background of 
legislative proposals. 


Amendment of Regulation S-X 

During the year a general revision of Regu- 
lation S-X, the Commission’s principal ac- 
counting and auditing regulation relating to 
the form and content of financial statements 
filed with it, was accomplished. This regu- 
lation was originally adopted in February 
1940 after extensive reconsideration of the 
predecessor requirements theretofore con- 
tained in the respective registration and an- 
nual report forms. 

In the Commission’s annual reports for 
the last two years reference has been made 
to the relatively infrequent (but important) 
new provisions added to the regulation since 
adoption and to the apparent need for a com- 
plete reappraisal of the regulation that would 
include within its scope reconsideration of all 
rules.12 These reports reviewed the efforts 
made, from the preliminary proposal sent out 
in September 1949 to the formally announced 
proposal on July 12, 1950, to obtain a wide 
expression of views not only as to staff sug- 
gestions but as to possible amendments to 
the regulation not sponsored by the staff. 

Following the formal announcement of 
proposed amendments under the Administra- 
tive Procedure Act, as to which more than 
3,000 persons received copies, again approx!- 
mately 175 persons commented upon the pro- 
posals. The suggestions were carefully con- 
sidered and in a number of instances formed 
the basis of changes incorporated in the final 
amendments. In addition, a special commit- 
tee of the American Institute of Accountants, 
at its request, was informally heard by the 
Commission is support of its views on certain 
points it believed should be reflected in the 
revision. The final amendments were pro- 


2 15th ‘Annu il] Report, p. 175; 16th Annual Report, p. 156. 
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mulgated December 20, 1950, in Accounting 
Series release No. 70. 

Among the amendments to Regulation S-X 
that are of major importance to registrants 
filing financial statements with the Commis- 
sion and also to professional accountants 
whose reports must accompany such state- 
ments is a new provision contained in rule 
1-01 (a) that in effect makes the previously 
referred to Accounting Series releases a part 
of the regulation. Many of such releases con- 
tain highly significant statements the appli- 
cability of which, under the amended rule, 
is not now likely to escape the attention of 
interested persons, and which, it should be 
clear, continue to reflect considered Commis- 
sion policy. This is particularly important 
with respect to release No. 4, to which refer- 
ence has been made above, because of its con- 
trolling provisions in areas where the largest 
volume of accounting problems fall. 

The definitions of terms used in the regu- 
lation have now been made complete by bring- 
ing into rule 1-02 a substantial group of 
terms for which previously a reference to 
other regulations was necessary. 

In Article 2 which deals with the certifica- 
tion of financial statements the prov isions con- 
tained in rules 2-01 (b) and 2-01 (c) relat- 
ing to the certifying accountant’s indepen- 
dence as to a person were extended to any 
affiliate of the person, and the previous speci- 
fication, in rule 2-01 (b), as to the interest 
in such person (or affiliate) that will result 
in the accountant being considered not inde- 
pendent was changed from “any substantial 
interest” to “any financial interest,” thus con- 
forming the rule to established Commission 
policy and to the prevailing practice in pro- 
fessional circles. 

An important change was effected in rule 
3-11 of the regulation. Before amendment 
the rule exempted public ntility companies 
from the requirement, and otherwise univer- 
sal practice, of deducting, on the balance 
sheet, depreciation, depletion, amortization or 
retirement reserves from the specific assets 
to which they apply. The amendment, adopted 
after full consideration of the conflicting 
views of interested parties, removes the ex- 
emption. Opposition to this change was con- 
fined to representatives of the public utility 
industry who were concerned about the pos- 
sible effect in certin jurisdictions upon utility 
rate-making of showing utility plant accounts 
net of related reserves. The elimination of 
the exemption was predicated upon the belief 
that there was no necessary relationship be- 
tween balance sheets prepared for investors 
or the public generally and the processes of 
regulating rates for utility services 


Official Decisions 





and Releases 


Previous Commission policy as to disclosure 
of certain commitments is now codified 1 
rule 3-18 of the regulation. In addition to the 
provision in paragraph (a) for a statement 
of material firm commitments involving per- 
manent investments and fixed assets there is 
required by paragraph (b) aappropriate dis- 
closure of annual rentals and other pertinent 
facts in cases where rentals or obligations 
under long-term leases are material. The 
development of policy in this respect was 
referred to in the annual reports of the last 
two years.13 

The rapid expansion of the number of 
corporate pension and retirement plans that 
began during World War II and continued 
to the present time focused considerable at- 
tention upon the proper accounting for the 
much enlarged liabilities and payments as- 
sociated with the plans. The Commission’s 
views were first discussed in the thirteenth 
annual report after extensive experience with 
the many pension plan problems that arose.!+ 
Later, after additional experience and recon- 
sideration of views, due in part to special 
problems introduced by the pension-plan re- 
sults of union-company negotiations in sev- 
eral industries, notably the steel producing 
industry, the Commission’s policy was again 
indicated in the sixteenth annual report.15 
With this background, and after the benefit 
of discussion among leaders in finance and 
of comment prompted by announced proposals, 
there was included in rule 3-19 (e) the re- 
quirement that balance sheets should be ac- 
companied by (1) a brief description of the 
essential provisions of any such plan; (2) an 
indication of the estimated annual cost of the 
plan; and (3) if the plan is not funded or 
otherwise provided for, a disclosure of the 
estimated amount that would be necessary to 
accomplish this. 

One of the principal responsibilities of the 
Commission is to obtain for the investing 
public financial statements that are the most 
informative and which are the least likely to 
mislead, especially, those who are not experi- 
enced in the significance of such statements. 
In previous annual reports!®6 reference was 
made to a problem which has long been under 
consideration and which has been the subject 
of repeated exchanges of views between the 
Commission’s staff and representatives of the 
American Institute of Accountants and other 
interested parties, namely, the concept of in- 
come and the proper form ‘of income or profit- 
and-loss statement. 

The main point of difference has been the 
propriety of excluding from the determina- 
tion of Net Income, and the inclusion thereof 
in Earned Surplus, major items which are 


’ Fifteenth Annual Report, pp. 181-182; Sixteenth Annual Report, pp. 156-157. 


4 Pp. 128-129, 

~ Pp. 157-458, 
Eleventh Annual Report, p. 88; 
pp. 111-112; Sixteenth Annual Report, p. 159. 


19 52 


Twel‘th Annual Report, pp. 117-118; Fourteenth Annual Report, 
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extraordinary in nature or which had their 
origin in prior years. A workable solution to 
this problem was commented upon as follows 
in Accounting Series release No. 70, issued 
on December 20, 1950, which announced the 
revision of Regulation S-X: 

The principal new requirement pertains to 
Profit and Loss or Income Statements and is 
contained in Rule 5-03 (a) which states: 

‘All items of profit and loss given recog- 
nition in the accounts during the period 
covered by the profit and loss or income 
statements shall be included.” 


The inclusion of this requirement, which 
states a long established policy of the Com- 
mission, is deemed necessary because of the 
not always consistent practice followed by 
some registrants of excluding certain items 
from the profit and loss or income statements 
with the result that the amount shown thereon 
as net income or loss has been susceptible to 
misinterpretation by investors. Recognizing 
that there might be ‘exceptional circumstances 
which would make it appropriate to deviate 
from this rule, but keeping in mind the Com- 
mission’s responsibility for prohibiting the 
dissemination of financial statements which 
might be misleading to investors, Rule 5-03 
was amended to read: 

“Except as otherwise permitted by the 











Ce ommission, the profit and loss or income 





statements filed for persons to whom this 
article is applicable shall comply with the 
provisions of this rule.” [Underscored 
phrase added in revision. | 


The purpose of this revision is to make 


clear to registrants that they are not fore- 
stalled from giving exceptional treatment to 
exceptional items when both the representa- 
tives of the registrant and the Commission are 
convinced that such treatment is appropriate. 

Notwithstanding this provision, representa- 
tives of the Executive Committee of the 
American Institute of Accountants appeared 
before the Commission and proposed that 
either Rule 5-03 (a) be eliminated from the 
regulation or the requirements with respect 
to the presentation of the final section of 
profit and loss or income statements be 
amended to permit, where appropriate, the 
exclusion of extraordinary items from those 
making up the caption net income or loss. 

To accomplish this, additional items, de- 
scribed in Rules 5-03 (17) and 5-03 (18), 
were added to those previously set forth in the 
regulation, and the last three items of the 
section pertaining, to profit and loss or in- 
come statements (Rule 5-03 now appear 
as follows: 

“16. Net income or loss. 

“17. Special items.—State separately and 
describe each item of profit and loss given 
recognition in the accounts, included herein 
pursuant to Rule 5-03 (a) and not in- 
cluded in the determination of net income 
or loss (Item 16). 

“18. Net income or loss and _ special 
items.” 


Captions 17 and 18 are to be used in those 
instances where it is believed that the show- 
ing of a single unqualified figure of net in- 
come or loss might be misconstrued. 
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CORRESPONDENCE 
ore- \ 
t to = 
enta- - — 
are F ee ; : ‘“ . : sas 
riate, To the Editor of The New York Accordingly, the committee on auditing 
nta- Certified Public Accountant: procedure hereby recommends that here- 
the 8 eee ee : jue after disclosure be required in the short 
ee ‘i Phe lucid Codification of Statements form of independent accountant’s report o1 
‘ta on Auditing Procedure prepared by the opinion in all cases in which the extended 
1 the Committee on Auditing Procedure of procedures regarding: inventories and re- 
be: he American Institute of Accountants ceivables set forth in “Extensions of Audit 
sage ee Sere aie = ane ing Procedure’ are not carried out, regard- 
: be brings sharply into locus the nature ol less of whether they are practicable and 
‘ re the auditor’s exception in his opinion reasonable, and even though the independ- 
e - ° . are, av ave catisfe imself 
haan under certain circumstances. ry ye eg — have satisfied himself 
ed : ¢ / *r methods. 
SS. Members of the accounting protes- 7 eT ee 
- de- sion will recall that the S.E.C. investi- The Codification reconsiders the doc- 
18), gation of auditing practices and pro- trine of Statement No. 3 to the effect 
= cedure in the McKesson & Robbins that exception may be taken by dis- 
e , Seals: 2 : 
ri case stimulated the acceptance of Ex- closure of the scope of the audit. In 
pear tensions of Auditing Procedure (State- the discussion of the extended proce- 
ment No. 1). Extensions formulated dures, the Committee on Auditing Pro- 
the following rules : cedure makes the following statement: 
and “It is the responsibility of the account- “In the rare situation in which they are 
iven ant—and one which he cannot escape—to applicable and are not used and other pro- 
rein determine the scope of the examination cedures can be employed which will enable 
in- which he should make before giving his naps express an —- he pene 
ome opinion on the statements under review. If the inventories or receivables are materia 
in his judgment it is not practicable and in amount, disclose the omission of the pro- 
cial reasonable in the circumstances of a given cedures in the general scope paragraph 
engagement to undertake the auditing pro- without any qualification in the opinion 
cedures regarding inventories and/or re- paragraph with respect to such omission. 
hose ceivables set forth in this report as gener- In deciding upon the ‘other procedures’ to 
OW- ally accepted procedure and he has satisfied be employed he must bear in mind that he 
in- himself by other methods regarding such has “the burden of justifying the opinion 
inventories and/or receivables, no useful expressed. 
yurpose i] > serve , > iring < r i 
i e will ve served a4 ab aie ey Mabie It would seem that the reference in 
exp'anation in his report. If physical tests he CodiGcati to “the rare situation” 
of inventories and/or confirmation of re- t 1e Codincation to he rare situation 
ceivables are practicable and reasonable is an attempt to restrict the application 
and Peis has — — generally of the theorv of exception by disclosure 
accepte : y — = . s e 5, - <a 
lg ‘| ee See hould enunciated in Statement No. 3. .Ob- 
ne © eae ee oe ee viously, the concept of the “rare situa- 
In Stateme J C stage see aeTe : : ge ae 
ie E; > No. 3, - Committe 1 tion” can raise questions in the deter- 
otes that .xtenstons reters severz Saar ¢ «“ : ey 
sh Schade ny ers to several mination of the “rare situation’? more 
eS O e@Xcet) ia Ste oe . . 
‘ CEPRORS BGR erates _ numerous than those the Committee 
abl when the added procedures are appli- may have intended to settle. 
cable and the auditor has not adopted them It is respectfully suggested that the 
but has satisfied himself by other methods, it 18 Fespectiuhy SUgBested Hk ; : 
his exception need cover only the omission Spirit of Extensions of Auditing Pro- 
: the procedures (affecting the scope of cedure, if not the letter, requires that 
a — ee — into oa the failure to apply generally accepted 
e heren airness 1e representa- me ie a 7 
tions.” sili © representa auditing procedures in situations where 
hey are practicable and reasonable 
In Statement No. 12, the C wee ee ? ara Late 
‘ No. 12, the Comm1 Pe : ae 
disescocs, shee: damieieeleuemaaaiinds rib precludes an expression of opinion on 
Ssses . are »xe »T10 oO cs ° : 
eh arumis a 7 Pat : the fairness of the financial statements 
isclosure where, in the opinion of the eR gag ape iE Vg 
tialttne iste os taken as a whole. 
auditor, it is not practicable and reason- 
able to undertake the extended auditing Very truly yours, 
) ‘eclure The yf j 2 vari 2< ~ ~ 
procedures. Phe Committee decides to FreD LINDEN, C.P.A. 
extend the principle of disclosure in 
si such instances, stating, May 15, 1952. 
Q52 
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BOOK REVIEWS 


(Continued from page 389) 











Volume I (Fundamentals) covers: 
Ch. 1- 4: The accounting cycle. 
5-10: Merchandising, 
transactions, 
justing and 
preparation of 
ments. 
Partnerships 
counts. 
Inventories of a trading  bus- 
iness, including an elementary 
discussion of fifo, lifo, the re- 
tail method of inventory, etc. 
Accounting for nontrading or- 
ganizations. 
15: General review. 


Volume II (P 
Corporations. 


cash and note 
trial balance, ad- 
closing entries, 
financial state- 


and control ac- 


rinciples) covers: 


Voucher system; records for 
large businesses. 

Prorating expenditures. 
Manufacturing costs. 

Surplus 

Financial statements 

Dividends 

Factory ledger system 
Procedures for bond issues 

Captial versus revenue expendi- 
tures 

Sinking funds and 
reserves 
Investments 
come. 


sinking fund 


and investment in- 


a manufacturing ~ 
nine methods of 


14: Inventories of 
business, - 
pricing. 

5: Control through accounts. 

The order of topics in Volume II apears to 
this reviewer to be somewhat illogical. 

30th volumes have tested class problems 
and questions intended to provide practice 
in understanding the technical work of the 
accountant. Diagrams, charts, and _ illus- 
trated problems are used to help visualize 
accounting concepts and the flow of values 
between accounts. 

Volume I has 28 problems, 200 questions, 
and a practice set which starts at the end of 
Chapter 3. Volume II has 56 problems, 140 
questions, and a practice set which starts 
at the end of Chapter 2. 

Both volumes, as already stated, heavily 
emphasize the techniques of accounting. Ac- 
counting theory is minimized. On page 151 
(Vol. I) the illustrative income statement 
continues the fallacy of showing purchases 
discounts as income and sales discounts as 
expense. Surprisingly, too, dollar signs are 
included in the accounts, journals, work 
sheets, and bank statements. 

On an over-all basis, the two volumes rep- 
resent a competent production for this style 
of accounting text. But they do have obvious 
limitations. 

ARNOLD W. 
New York 


JOHNSON 


Syracuse, 





AN ADIRONDACK VIEW 


The Conference at Saranac Inn is now history. There were four formal sessions 
and more than four hundred informal sessions. The latter included three for me. I had four 
questions on my list this year and had sessions with a member of the Buffalo Chapter, a 
member of the Gotham Chapter, and two members from different chapters. Well, the answers 
we got were really helpful - we found that, in spite of being fifty miles from a fellow CPA, 
we could still read the fine print and misunderstand it as well as our confreres. 

The only complaint recognized as valid was by the golfers about the black flies. The 
answer is that these little fellows had just been born a few days and were merely seek- 
ing to exist in a harsh world. We have to raise these bugs for the birds and fish to 
live on. The natives are too few and too tough. So the summer hotels have conferences 
in June. These conferences bring white and tender-skinned folks from the city for the 
bugs to get fat on. In July and August the birds and fish live on the bugs and sing 
and jump for the summer-rate full-paying guests. The hotel owners live off the guests. 
The help live off the hotel owners. And we have had another successful season. Just 


another business cycle! 
Leonarp Houcuton, CPA 
Adirondack “Chapter.” 
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